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FOREWORD
The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of 
Certified Public Accountants and is used by the examining boards of all fifty states of the United States, 
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance 
of CPA certificates. This booklet contains the questions and unofficial answers of the November 1986 
Uniform Certified Public Accountant Examination.
Although the questions and unofficial answers may be used for many purposes, the principal reason 
for their publication is to aid candidates in preparing for the examination. Candidates are also 
encouraged to read Information fo r  CPA Candidates, which describes the content, grading, and other 
administrative aspects of the Uniform CPA Examination.
The unofficial answers were prepared by the staff of the examinations division and reviewed by the 
Board of Examiners but are not purported to be official positions of the American Institute of Certified 
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned 
by the Board of Examiners for grading purposes.
George R. Dick, Vice President — Review & Regulation 
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Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING PRACTICE — PART I
November 5, 1986; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ..........................
No. 2 ..........................
No. 3 ..........................
No. 4 ..........................
No. 5 ..........................
T o ta l ..................
Point Estimated Minutes
Value Minimum Maximum
10 45 55
10 45 55
10 45 55
10 45 55
10 40 50
50 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. Support all problem-type answers with properly 
labeled and legible calculations that can be
identified as sources of amounts in formal 
schedules, entries, worksheets, or other answers, to 
show how your final answer was derived. Computa­
tion sheets should identify the question to which 
they relate, be placed immediately following the 
answer to that question, and be numbered in 
sequence with the other pages. Failure to enclose 
supporting calculations may result in loss of grading 
points because it may be impossible to determine 
how your amounts were computed.
4. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Instructions
Questions Number 1 , 2, and 3 each consist of 20 multiple 
choice items. Select the best answer for each of the items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer ail items. Your grade will be based on the 
total number of your correct answers for each question.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com­
pany to its customers last year amounted to $5,260,000; 
sales returns and allowances reduced the amounts owed 
by $160,000. How much were net sales last year for Baker 
Company?
a $4,800,000 
$5,100,000 
$5,200,000 
$5,260,000
b
c.
d.
Answer Sheet
97.  
Number 1 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
1. Ott Company acquired rights to a patent from Grey 
under a licensing agreement that required an advance 
royalty payment when the agreement was signed. Ott 
remits royalties earned and due under the agreement on 
October 31 each year. Additionally, on the same date, Ott 
pays, in advance, estimated royalties for the next year. 
Ott adjusts prepaid royalties at year end. Information for 
the year ended December 31, 1985, is as follows:
Date Amount
1/1/85 Prepaid royalties $ 65,000
10/31/85 Royalty payment 
(charged to royalty
expense) 110,000
12/31/85 Year-end credit 
adjustment to
royalty expense 25,000
In its December 31 , 1985, balance sheet, Ott should report 
prepaid royalties of
a. $25,000
b. $40,000
c. $85,000
d. $90,000
2. On January 2 ,  1986, Conn Company replaced its old 
high-pressure steam boiler with a more efficient oil­
burning boiler. The following information was available 
on that date:
Carrying amount of old boiler $ 4,000
Fair value of old boiler 1,000
Purchase and installation price 
of the new boiler 50,000
The old boiler was sold to a heating contractor for $1,000. 
How much should Conn capitalize as the cost of the new 
boiler?
a. $50,000
b. $49,000
c. $47,000
d. $46,000
3. On June 30, 1986, Kent Company completed the 
rearrangement of a group of factory machines to secure 
greater efficiency in production. Kent estimated that 
benefits from the rearrangement would extend over the 
remaining five-year useful lives of the machines. The 
following costs were incurred:
Moving 
Reinstallation 
Annual maintenance 
(performed at this time 
for convenience)
$35,000
75,000
10,000
How much of the costs incurred should be capitalized on 
June 30, 1986?
a. $0
b. $ 75,000
c. $110,000
d. $120,000
4. Bell Company’s current liabilities at December 31, 
1985, totaled $1,000,000 before any necessary year-end 
adjustment relating to the following:
• During December 1985 Bell received $50,000 from 
Fox, a customer, as an advance payment for a pack­
aging machine which Bell will construct to Fox’s 
specifications. From this transaction, Bell has a 
$50,000 credit balance in its account receivable from 
Fox at December 31, 1985.
• On December 27, 1985, Bell wrote and recorded 
checks to creditors totaling $4(X),000 which would 
cause an overdraft of $100,000 in Bell’s bank account 
at December 31, 1985. The checks were mailed out 
on January 10, 1986.
At December 31, 1985, what amount should Bell report 
as total current liabilities?
a. $1,050,000
b. $1,150,000
c. $1,400,000
d. $1,450,000
2
Accounting Practice — Part I
5. On April 30, 1986, Star, Inc., purchased for $30 
per share all 200,000 of Wren Corp.’s outstanding 
common stock. On this date Wren’s balance sheet showed 
net assets of $5,000,000. Additionally, the fair value of 
W ren’s identifiable assets on this date was $600,000 in ex­
cess of their carrying amount. In Star’s April 30, 1986, 
consolidated balance sheet, what amount should be 
reported as goodwill?
a. $0
b. $ 400,000
c. $ 600,000
d. $1,000,000
6. Dean, Inc., has $2,000,000 of notes payable due 
June 15, 1986. At the financial statement date of December 
31, 1985, Dean signed an agreement to borrow up to 
$2,000,000 to refinance the notes payable on a long-term 
basis. The financing agreement called for borrowings not 
to exceed 80% of the value of the collateral Dean was pro­
viding. At the date of issue of the December 31, 1985, 
financial statements, the value of the collateral was 
$2,400,000 and was not expected to fall below this amount 
during 1986. In its December 31 , 1985, balance sheet, Dean 
should classify notes payable as
Short-term
obligations
Long-term
obligations
a. $2,000,000 $0
b. $ 400,000 $1,600,000
c. $ 80,000 $1,920,000
d. $0 $2,000,000
7. During 1985 Mann Company experienced financial 
difficulties and is likely to default on a $500,000, 15%, 
three-year note dated January 1, 1984, payable to 
Summit Bank. On December 31, 1985, the bank agreed 
to settle the note and unpaid interest of $75,000 for 1985 
for $410,000 cash payable on January 3 1 , 1986. Ignoring 
income taxes, what amount should Mann report as a gain 
from the debt restructuring in its 1985 income statement?
a. $165,000
b. $ 90,000
c. $ 75,000
d. $0
8. Included in King Corporation’s liability account 
balances at December 3 1 , 1984, was a note payable in the 
amount of $2,400,000. The note is dated October 1 ,  1984, 
bears interest at 15%, and is payable in three equal annual 
payments of $800,000. The first interest and principal pay­
ment was made on October 1, 1985. In its December 31, 
1985, balance sheet, what amount should King report as 
accrued interest payable for this note?
a. $ 60,000
b. $ 90,000
c. $180,000
d. $270,000
9. For the year ended December 3 1 , 1985, Hurd, Inc., 
reported book income of $900,000 before income taxes. 
Selected information for 1985 is available from Hurd’s 
records as follows:
Interest income on municipal bonds $ 70,000
Depreciation claimed on tax return in 
excess of depreciation per books 130,000
Warranty expense on the accrual basis 60,000
Actual warranty expenditures 35,000
H urd’s income tax rate is 40% for 1985. Hurd’s current 
liability for 1985 income taxes (before reduction for 
estimated taxes paid) should be
a. $280,000
b. $290,000
c. $332,000
d. $360,000
10. West Company determined that it has an obligation 
relating to employees’ rights to receive compensation for 
future absences attributable to employees’ services already 
rendered. The obligation relates to rights that vest, and 
payment of the compensation is probable. The amounts 
of West’s obligations as of December 31, 1985, are 
reasonably estimated as follows:
Vacation pay 
Sick pay
$110,000
80,000
In its December 31, 1985, balance sheet, what amount 
should West report as its liability for compensated 
absences?
a. $0
b. $ 80,000
c. $110,000
d. $190,000
11. Cobb Department Store sells gift certificates 
redeemable only when merchandise is purchased. These 
gift certificates have an expiration date of two years after 
issuance date. Upon redemption or expiration, Cobb 
recognizes the unearned revenue as realized. Information 
for 1985 is as follows:
Unearned revenue, 1/1/85 $ 65,000
Gift certificates sold 225,000
Gift certificates redeemed 195,000
Expired gift certificates 10,000
Cost of goods sold 60%
In its December 31, 1985, balance sheet, what amount 
should Cobb report as unearned revenue?
a. $51,000
b. $57,000
c. $85,000
d. $95,000
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12. Beal Company sells contracts agreeing to service 
equipment for a three-year period. Information for the 
year ended December 31, 1985, is as follows:
Cash receipts from service contracts sold $960,000 
Service contract revenue recognized 780,000
Unearned service contract revenue, 1/1/85 570,000
In its December 31, 1985, balance sheet, what amount 
should Beal report as unearned service contract revenue?
a. $390,000
b. $510,000
c. $640,000
d. $750,000
13. East Company began operations on January 1 , 1985, 
and uses the installment method of accounting for income 
tax reporting. The following information pertains to East’s 
operations for 1985:
Installment sales $800,000
Installment accounts receivable, 12/31/85 500,000
Gross profit on sales 40%
For income tax purposes, East should report deferred gross 
profit at December 31, 1985, of
a. $120,000
b. $200,000
c. $300,000
d. $320,000
14. On December 31, 1985, Pell, Inc., sold a machine 
to Flax, and simultaneously leased it back for one year. 
Pertinent information at this date is as follows:
Sales price 
Carrying amount 
Estimated remaining useful life 
Present value of lease rentals 
($3,000 for 12 months @ 12%)
$360,000 
315,000 
12 years
34,100
At December 31, 1985, how much should Pell report as 
deferred revenue from the sale of the machine?
a. $0
b. $10,900
c. $34,100
d. $45,000
15. On January 1 , 1985, Ward Corp. issued its 9% bonds 
in the face amount of $2,000,000, which mature on 
January 1, 1995. The bonds were issued for $1,878,000 
to yield 10%, resulting in bond discount of $122,000. Ward 
uses the interest method of amortizing bond discount. 
Interest is payable annually on December 31. At December 
31, 1985, W ard’s unamortized bond discount should be
a. $114,200
b. $104,000
c. $103,220
d. $102,000
16. Reade Corporation owns 30% of the voting com­
mon stock of Bixby, Inc., and appropriately accounts for 
its investment by the equity method. During 1985 Bixby 
reported earnings of $450,000 and paid dividends of 
$150,000. Reade assumes that all of Bixby’s undistributed 
earnings will be distributed as dividends in future periods. 
Ignore the dividend-received deduction. Reade’s income 
tax rate is 40%. The amount of deferred income tax to 
be reported by Reade for 1985 is
a. $0
b. $18,000
c. $36,000
d. $54,000
17. On December 2 ,  1985, Dall Corporation received a 
condemnation award of $450,000 as compensation for the 
forced sale of land purchased five years earlier for 
$300,000. The $150,000 gain was not reported as taxable 
income on its income tax return for the year ended 
December 31, 1985, because Dall elected to replace the 
land within the allowed replacement period. Dall has an 
income tax rate of 40% for 1985. In its December 31 , 1985, 
balance sheet, this gain will cause Dall to report a defer­
red income tax credit of
a. $0
b. $ 60,000
c. $ 90,000
d. $120,000
18. On January 2, 1986, Rice Company entered into a 
ten-year noncancelable lease, as lessee, requiring annual 
payments of $100,000 payable at the beginning of each 
year. Rice’s incremental borrowing rate is 14%, while the 
lessor’s implicit interest rate, known to Rice, is 12%. Pre­
sent value factors of an annuity of 1 in advance for ten 
periods are 6.33 at 12%, and 5.95 at 14%. The leased pro­
perty has an estimated useful life of 12 years. Ownership 
of the property remains with the lessor at expiration of 
the lease. At the inception of the lease, Rice should record 
a lease liability of
a. $0
b. $495,000
c. $595,000
d. $633,000
19. On December 31, 1984, Wall Company leased a 
machine from Ryan for a ten-year period expiring 
December 30, 1994. Equal annual payments under the 
lease are $100,000 and are due on December 31 of each 
year. The first payment was made on December 3 1 , 1984, 
and the second payment was made on December 31 , 1985. 
The present value at December 31, 1984, of the ten lease 
payments over the lease term discounted at 10% was 
$676,000. The lease is appropriately accounted for as a 
capital lease by Wall. In its December 31, 1985, balance 
sheet Wall should report a lease liability of
a. $486,000
b. $518,400
c. $533,600
d. $800,000
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20. On July 1 , 1986, Carr, Inc., issued at 104, one thou­
sand of its 10%, $1,000 bonds. The bonds were issued 
through an underwriter to whom Carr paid bond issue 
costs of $25,000. On July 1 ,  1986, Carr should report the 
bond liability at
a. $ 975,000
b. $1,015,000
c. $1,040,000
d. $1,065,000
Number 2 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
21. On January 1 , 1979, Case, Inc., issued for $970,000, 
one thousand of its 9%, $1,000 callable bonds. The bonds 
mature on December 3 1 , 1993, and interest is payable on 
January 1 and July 1. The bonds can be called by Case 
at 101 on any interest payment date after December 31, 
1984. The unamortized bond discount was $16,000 at 
December 31, 1985, and the market price of the bonds 
was 98 on this date. In its December 31, 1985, balance 
sheet, Case should report the carrying amount of the bonds 
at
a. $ 980,000
b. $ 984,000
c. $ 986,000
d. $1,010,000
22. On June 30, 1986, Frey Company had outstanding 
8%, $1,000,000 face amount, 15-year bonds maturing on 
June 30 , 1993. Interest is payable on June 30 and December 
31. The unamortized balances on June 30, 1986, in the 
bond discount and deferred bond issue costs accounts were 
$35,000 and $10,000, respectively. Frey acquired all of 
these bonds at 94 on June 30, 1986, and retired them. 
Ignoring income taxes, how much gain should Frey report 
on this early extinguishment of debt?
a. $15,000
b. $25,000
c. $35,000
d. $60,000
23. Mill Company sells washing machines that carry 
a three-year warranty against manufacturer’s defects. 
Based on company experience, warranty costs are 
estimated at $30 per machine. During 1985 Mill sold
24,000 washing machines and paid warranty costs of 
$170,000. In its income statement for the year ended 
December 31, 1985, Mill should report warranty expense 
of
a. $170,000
b. $240,000
c. $550,000
d. $720,000
24. During 1985 Day Company sold 500,000 boxes of 
cake mix under a new sales promotional program. Each 
box contains one coupon, which submitted with $4.00, 
entitles the customer to a baking pan. Day pays $5.00 per 
pan and $ .50 for handling and shipping. Day estimates 
that 80% of the coupons will be redeemed, even though 
only 300,000 coupons had been processed during 1985. 
What amount should Day report as a liability for un­
redeemed coupons at December 31, 1985?
a. $100,000
b. $150,000
c. $300,000
d. $500,000
25. On July 1, 1986, Hart Corporation issued 1,000 
shares of its $10 par common and 2,000 shares of its $10 
par convertible preferred stock for a lump sum of $40,000. 
At this date H art’s common stock was selling for $18 per 
share and the convertible preferred stock for $13.50 per 
share. The amount of proceeds allocated to H art’s pre­
ferred stock should be
a. $22,000
b. $24,000
c. $27,000
d. $30,000
26. The stockholders’ equity section of Kern Corpora­
tion’s balance sheet at December 31 , 1985, was as follows:
Common stock, $10 par; 
authorized 1,000,000 shares; issued 
and outstanding 900,000 shares $ 9,000,000
Additional paid-in capital 2,700,000
Retained earnings 1,300,000
Total stockholders’ equity $13,000,000
All outstanding shares of common stock were issued in 
1983 for $13 per share. On January 2 ,  1986, Kern acquired
100,000 shares of its stock at $12 per share and retired 
them. Immediately after retirement of the shares, the 
balance in additional paid-in capital should be
a. $2,800,000
b. $2,600,000
c. $2,500,000
d. $2,400,000
27. On October 1, 1986, Ames Company issued 2,000 
shares of its $10 par common stock to Clark for a tract 
of land. The stock had a fair market value of $18 per share 
on this date. On Clark’s last property tax bill the land was 
assessed at $24,000. Ames should record an increase in 
additional paid-in capital of
a. $0
b. $ 4,000
c. $10,000
d. $16,000
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28. Dix Corporation’s stockholders’ equity at December 
31, 1985, consisted of the following:
8% cumulative preferred stock, $50 par; 
liquidating value $55 per share; 
authorized, issued and outstanding
20,000 shares
Common stock, $25 par; 200,000 
shares authorized; 100,000 shares 
issued and outstanding
Retained earnings
$ 1,000,000
2,500,000
400,000
Dividends on preferred stock have been paid through 1984 
but have not been declared for 1985. At December 31, 
1985, Dix’s book value (equity) per common share was
a. $25.00
b. $27.20
c. $28.20
d. $29.00
29. Grey Company manufactures equipment which is 
sold or leased. On December 3 1 , 1985, Grey leased equip­
ment to Ray for a five-year period expiring December 31, 
1990, at which date ownership of the leased asset will be 
transferred to Ray. Equal payments under the lease are 
$40,000 and are due on December 31 of each year. The 
first payment was made on December 3 1 , 1985. Collecti­
bility of the remaining lease payments is reasonably 
assured and Grey has no material cost uncertainties. The 
normal sales price of the equipment is $154,000 and cost 
is $120,000. For the year ended December 3 1 , 1985, how 
much income should Grey realize from the lease 
transaction?
a. $46,000
b. $40,000
c. $34,000
d. $0
30. Cord Builders, Inc., has consistently used the 
percentage-of-completion method of accounting for 
construction-type contracts. During 1984 Cord started 
work on a $9,000,000 fixed-price construction contract 
that was completed in 1986. Cord’s accounting records 
disclosed the following:
December 31,
1984 1985
Cumulative contract 
costs incurred 
Estimated total costs at 
completion
$3,900,000 $6,300,000
7,800,000 8,100,000
How much income would Cord have recognized on this 
contract for the year ended December 31, 1985?
a. $100,000
b. $300,000
c. $600,000
d. $700,000
31. On July 1 , 1986, Bart Corporation has 200,000 shares 
of $10 par common stock outstanding and the market price 
of the stock is $12 per share. On the same date, Bart 
declared a 1-for-2 reverse stock split. The par of the stock 
was increased from $10 to $20 and one new $20 par share 
was issued for each two $10 par shares outstanding. 
Immediately before the 1-for-2 reverse stock split, Bart’s 
additional paid-in capital was $450,000. What should be 
the balance in Bart’s additional paid-in capital account 
immediately after the reverse stock split is effected?
a. $0
b. $450,000
c. $650,000
d. $850,000
32. Cox Corporation was organized on January 1 ,  1983, 
at which date it issued 100,000 shares of $10 par common 
stock at $15 per share. During the period January 1 , 1983, 
through December 3 1 , 1985, Cox reported net income of 
$450,000 and paid cash dividends of $230,000. On January 
10, 1985, Cox purchased 6,000 shares of its common stock 
at $12 per share. On December 31, 1985, Cox sold 4,000 
treasury shares at $8 per share. Cox uses the cost method 
of accounting for treasury shares. What is Cox’s total 
stockholders’ equity at December 31, 1985?
a. $1,720,000
b. $1,704,000
c. $1,688,000
d. $1,680,000
33. On January 1, 1984, Burr, Inc., granted its presi­
dent an option to purchase 2,000 shares of Burr’s stock 
at $40 per share. The option became exercisable on 
December 31, 1985, after the president completed two 
years of service. The option was exercised early in 1986. 
The market prices of Burr’s stock were as follows:
January 1, 1984 
December 31, 1985
$60
85
For 1985, Burr should recognize compensation expense of
a. $0
b. $20,000
c. $40,000
d. $45,000
34. Kew Company began operations on January 1 , 1985, 
and appropriately uses the installment method of 
accounting. Data available for 1985 are as follows:
Installment accounts receivable, 12/31/85 $500,000
Installment sales 900,000
Cost of goods sold, as percentage of sales 60%
Using the installment method, Kew’s realized gross 
profit for 1985 would be
a. $160,000
b. $200,000
c. $240,000
d. $360,000
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35. On January 1, 1985, Pitt Company purchased an 
80% investment in Saxe Company. The acquisition cost 
was equal to Pitt’s equity in Saxe’s net assets at that date. 
On January 1 ,  1985, Pitt and Saxe had retained earnings 
of $500,000 and $100,000, respectively. During 1985: 
(1) Pitt had net income of $200,000, which included its 
equity in Saxe’s earnings, and declared dividends of 
$50,000, (2) Saxe had net income of $40,000 and declared 
dividends of $20,000, and (3) there were no other inter­
company transactions between the parent and subsidiary. 
On December 31, 1985, the consolidated retained earn­
ings should be
a. $650,000
b. $666,000
c. $766,000
d. $770,000
36. At December 31, 1985, Reed and Quinn are part­
ners with capital balances of $40,000 and $20,000, and 
they share profit and loss in the ratio of 2:1, respectively. 
On this date Poe invests $17,000 cash for a one-fifth in­
terest in the capital and profit of the new partnership. 
Assuming that goodwill is not recorded, how much should 
be credited to Poe’s capital account on December 31 , 1985?
a. $12,000
b. $15,000
c. $15,400
d. $17,000
37. In its accrual basis income statement for the year 
ended December 31, 1985, Dart Company reported 
revenue of $1,750,000. Additional information was as 
follows:
Accounts receivable — 12/31/84 
Uncollectible accounts written off 
during 1985
Accounts receivable — 12/31/85
$ 375,000
20,000
505,000
Under the cash basis, how much should Dart report as 
revenue for 1985?
a. $1,620,000
b. $1,600,000
c. $1,395,000
d. $1,375,000
38. On January 2, 1985, Kemp Company assigned its 
patent to Wilson for royalties of 10% of patent related 
sales. The same date Kemp received a $25,000 royalty 
advance to be applied against royalties for 1985 sales. On 
July 31, 1985, Wilson reported sales of $200,000 for the 
six-month period ended June 3 0 , 1985. In January 1986, 
before issuance of its 1985 financial statements, Kemp 
learned that Wilson’s sales totaled $275,000 for the last 
half of 1985. How much royalty income should Kemp 
report in its 1985 income statement?
a. $25,000
b. $45,000
c. $47,500
d. $52,500
39. Huff, Inc., had marketable securities with a carry­
ing amount of $300,000 on December 20, 1985. On the 
same date a property dividend of these securities was 
declared. Pertinent information as to the fair value of the 
securities was as follows:
Declaration date — 12/20/85 
Record date — 1/13/86 
Distribution date — 1/27/86
Fair value
$390,000
405,000
400,000
For the year ended December 31, 1985, how much gain 
on disposal of marketable securities should Huff recognize 
as a result of this property dividend?
a. $0
b. $ 90,000
c. $100,000
d. $105,000
40. On July 1 , 1985, Fay Company purchased $1,000,000 
of West Company’s 8% bonds due on July 1, 1995. Fay 
expects to hold the bonds until maturity. The bonds, which 
pay interest semiannually on January 1 and July 1, were 
purchased for $875,000 to yield 10%. In its income state­
ment for the year ended December 31, 1985, Fay should 
report interest income at
a. $35,000
b. $40,000
c. $43,750
d. $50,000
Number 3 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
41. Paul Company has a recent gross profit history of 
40% of net sales. The following data are available from 
Paul’s accounting records for the three months ended 
March 31, 1986:
Inventory at 1/1/86 
Purchases 
Net sales 
Purchase returns 
Freight-in
$ 650,000
3,200,000
4,500,000
75,000
50,000
Using the gross profit method, the estimated cost of goods 
sold for the three months ended March 31 , 1986, Should be
a. $1,800,000
b. $2,700,000
c. $3,775,000
d. $3,825,000
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42. On January 1, 1985, Taft Company leased a 
warehouse to Green under an operating lease for ten years 
at $40,000 per year, payable the first day of each lease 
year. Taft paid $18,000 to a real estate broker as a finder’s 
fee. The warehouse is depreciated $10,000 per year. Dur­
ing 1985 Taft incurred insurance and property tax expense 
totaling $7,500. Taft’s net rental income for 1985 should be
a. $20,700
b. $22,000
c. $22,500
d. $30,000
46. Rapp Company purchased a machine on July 1, 
1985, for $600,000. The machine has an estimated 
useful life of five years and a salvage value of $80,000. 
The machine is being depreciated from the date of acqui­
sition by the 150% declining balance method. For the year 
ended December 31, 1985, Rapp should record deprecia­
tion expense on this machine of
a. $180,000
b. $120,000
c. $ 90,000
d. $ 78,000
43. Post, Inc., had a credit translation adjustment of 
$30,000 for the year ended December 3 1 , 1985. The func­
tional currency of Post’s subsidiary is the currency of the 
country in which it is located. Additionally, Post had a 
receivable from a foreign customer payable in the local 
currency of the customer. On December 31, 1984, this 
receivable for 200,000 local currency units (LCU) was cor­
rectly included in Post’s balance sheet at $110,000. When 
the receivable was collected on February 15, 1985, the 
United States dollar equivalent was $120,000. In Post’s 
1985 consolidated income statement, how much should 
be reported as foreign exchange gain?
a. $0
b. $10,000
c. $30,000
d. $40,000
44. Rex Company’s officers’ compensation expense 
account had a balance of $448,000 at December 3 1 , 1985, 
before any appropriate year-end adjustment relating to 
the following:
• No salary accrual was made for December 30-31, 1985. 
Salaries for the two-day period totaled $7,000.
• Bonuses to officers for 1985 were paid on January 31, 
1986, in the total amount of $125,000.
The adjusted balance for officers’ compensation expense 
for the year ended December 31, 1985, should be
a. $448,000
b. $455,000
c. $573,000
d. $580,000
45. On January 1, 1985, Vick Company as lessee 
signed a ten-year noncancelable lease for a machine 
stipulating annual payments of $20,000. The first payment 
was made on January 1 , 1985. Vick appropriately treated 
this transaction as a capital lease. The ten lease payments 
have a present value of $135,000 at January 1, 1985, 
based on implicit interest of 10%. For the year ended 
December 31 , 1985, Vick should record interest expense of
a. $0
b. $ 6,500
c. $11,500
d. $13,500
47. Dell Corp. incurred the following costs during the 
year ended December 31, 1985:
Routine, on-going efforts to refine, 
enrich, or otherwise improve upon 
the qualities of an existing product $125,000
Design, construction, and testing of 
pre-production prototypes and models 110,000
Quality control during commercial 
production including routine testing 
of products 150,000
Laboratory research aimed at discovery 
of new knowledge 180,000
The total amount to be classified and expensed as research
and development for 1985 is
a. $235,000
b. $275,000
c. $290,000
d. $330,000
48. On January 1, 1984, Poe Company acquired the 
copyright to a book owned by Roberts for royalties of 15% 
of future book sales. Royalties are payable on September 
30 for sales in January through June of the same year, 
and on March 31 for sales in July through December of 
the preceding year. During 1984 and 1985, Poe remitted 
royalty checks to Roberts as follows:
1984
1985
March 31
$ — 
22,000
September 30
$24,000
27,000
Poe’s sales of the Roberts book totaled $200,000 for the 
last half of 1985. In its 1985 income statement, Poe should 
report royalty expense relating to this book of
a. $46,000
b. $49,000
c. $51,000
d. $57,000
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49. Effective with the year ended December 31, 1985, 
Hall Company adopted a new accounting method for 
estimating the allowance for doubtful accounts at the 
amount indicated by the year-end aging of accounts 
receivable. The following data are available:
Allowance for doubtful accounts, 1/1/85 $25,000
Provision for doubtful accounts during
1985 on credit sales of $1,000,000) 20,000
Accounts written off, 11/30/85 20,500
Estimated uncollectible accounts per 
aging, 12/31/85 22,000
After year-end adjustment, the doubtful accounts expense 
for 1985 should be
a. $22,000
b. $20,500
c. $20,000
d. $17,500
50. Glen Apparel, Inc., leases and operates a retail store. 
The following information relates to the lease for the year 
ended December 31, 1985:
• The store lease, an operating lease, calls for fixed 
monthly rent of $1,500 the first day of each month, 
and additional rent equal to 6% of net sales over 
$300,000 per calendar year. Net sales for 1985 are 
$900,000.
• Additionally, Glen paid executory costs to the lessor 
for property taxes of $5,000 and insurance of $2,500.
For 1985 Glen’s expenses relating to the store lease are
a. $25,500
b. $54,000
c. $59,000
d. $61,500
51. Kay Company is preparing its December 31, 1985, 
financial statements and must determine the proper 
accounting treatment for the following situations:
• On December 3 0 , 1985, Kay received a $200,000 offer 
for its ROGO patent. Kay’s management is consider­
ing whether or not to sell the patent. The offer expires 
on February 28 , 1986. The patent has a carrying amount 
of $130,000 at December 31, 1985.
• On December 31, 1985, Kay, as lessee under an 
operating lease, sublet a building for a three-year period 
at $150,000 annual rental. Kay’s annual rental expense 
for the same period will be $110,000.
Assume an income tax rate of 40%. In its 1985 income 
statement, Kay should recognize increased net income of
a. $0
b. $66,000
c. $70,000
d. $72,000
52. On December 2, 1985, Parr Company traded in a 
used delivery truck with a carrying amount of $5,400 for 
a new delivery truck having a list price of $16,000, and 
paid a cash difference of $7,500 to the dealer. The used 
truck had a fair value of $6,000 on the date of the 
exchange.
At what amount should the new truck be recorded on 
Parr’s books?
a. $10,600
b. $12,900
c. $13,500
d. $16,000
53. Caine Motor Sales exchanged a car from its inven­
tory for a computer to be used as a long-term asset. The 
following information relates to this exchange that took 
place on July 31, 1986:
Carrying amount of the car $30,000
Listed selling price of the car 45,000
Fair value of the computer 43,000
Cash difference paid by Caine 5,000
On July 31, 1986, what amount of profit should Caine 
recognize on this exchange?
a. $0
b. $8,000
c. $10,000
d. $13,000
54. In January 1986, Pine Company paid property taxes 
of $80,000 covering the calendar year 1986. Also in 
January 1986 Pine estimated that its year-end bonuses to 
executives would amount to $320,000 for 1986. What is 
the total amount of expense relating to these two items 
that should be reflected in Pine’s quarterly income state­
ment for the three months ended June 30, 1986?
a. $100,000
b. $ 80,000
c. $ 20,000
d. $0
55. Colt Company has four manufacturing divisions, 
each of which has been determined to be a reportable 
segment. Common operating costs are appropriately 
allocated on the basis of each division’s sales in relation 
to Colt’s aggregate sales. Colt’s Delta division accounted 
for 40% of Colt’s total sales in 1985. For the year ended 
December 31, 1985, Delta had sales of $2,000,000 and 
traceable operating costs of $1,200,000. In 1985 Colt in­
curred operating costs of $200,000 that were not directly 
traceable to any of the divisions. In addition, Colt incur­
red interest expense of $160,000 in 1985. In reporting sup­
plementary segment information, how much should be 
shown as Delta’s operating profit for 1985?
a. $800,000
b. $750,000
c. $720,000
d. $656,000
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Items 56 and 57 are based on the following data:
Apex Corporation 
SELECTED FINANCIAL DATA
Year Ended December 31, 1985
Operating income 
Interest expense
Income before income tax 
Income tax expense
Net income
Preferred stock dividends
Net income available to common 
stockholders
Common stock dividends
$900,000
100,000
800,000
320,000
480,000
200,000
$280,000
$120,000
60. Kerr Company purchased a machine for $115,000 
on January 1 , 1985, the company’s first day of operations. 
At the end of the year, the current cost of the machine 
was $125,000. The machine has no salvage value, a five- 
year life, and is depreciated by the straight line method. 
For the year ended December 31 , 1985, the amount of the 
current cost depreciation expense which would appear in 
supplementary current cost financial statements is:
a.
b.
c.
d.
$14,000
$23,000
$24,000
$25,000
56. The times interest earned ratio is
a. 2.8 to 1.
b. 4.8 to 1.
c. 8.0 to 1.
d. 9.0 to 1.
57. The times preferred dividend earned ratio is
a. 1.4 to 1.
b. 1.7 to 1.
c. 2.4 to 1.
d. 4.0 to 1.
58. Included in  W. Cody’s assets at December 3 1 , 1985, 
are the following:
• 2,000 shares of Dart Corporation common stock 
purchased in 1982 for $100,000. The market value of 
the stock was $80 per share at December 31, 1985.
• A $500,000 whole life insurance policy having a cash 
value of $72,000 at December 31, 1985, subject to a 
$30,000 loan payable to the insurance company.
In Cody’s December 31, 1985, personal statement of 
financial condition, the above assets should be reported at
a. $232,000
b. $202,000
c. $172,000
d. $142,000
59. During 1985, Dunn Company purchased $1,920,000 
of inventory. The cost of goods sold for 1985 was 
$1,800,000 and the ending inventory at December 31 , 1985, 
was $360,000. What was the inventory turnover for 1985?
a. 5.0
b. 5.3
c. 6.0
d. 6.4
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Number 4 (Estimated time — 45 to 55 minutes)
On December 31, 1984, Lee, Inc., reported as 
long-term investments the following marketable equity 
securities:
Accounting Practice
Dale Corp., 5,000 shares of common 
stock (a 1% interest) $125,000
Ewing Corp., 10,000 shares of common 
stock (a 2% interest) 160,000
Fox Corp., 25,000 shares of common 
stock (a 10% interest) 700,000
Marketable equity securities at cost 985,000
Less valuation allowance to reduce
long-term investments in marketable
equity securities to market value 50,000
Marketable equity securities at market $935,000
Additional information:
• On May 1, 1985, Dale issued a 10% stock 
dividend, when the market price of its stock was $24 per 
share.
• On November 1 ,  1985, Dale paid a cash dividend 
of $0.75 per share.
• On August 5, 1985, Ewing issued, to all 
shareholders, stock rights on the basis of one right per 
share. Market prices at date of issue were $13.50 per share 
(ex-rights) of stock and $1.50 per right. Lee sold all rights 
on December 16, 1985, for net proceeds of $18,800.
• On July 1, 1985, Lee paid $1,520,000 for 50,000 
additional shares of Fox Corp.’s common stock which 
represented a 20% investment in Fox. The fair value of 
all of Fox’s identifiable assets net of liabilities was equal 
to their carrying amount of $6,350,000. As a result of this 
transaction, Lee owns 30% of Fox and can exercise signifi­
cant influence over Fox’s operating and financial policies. 
Lee amortizes goodwill over a 40-year period.
• Lee’s initial 10% interest of 25,000 shares of 
Fox’s common stock was acquired on January 2, 1984, 
for $700,000. At that date the net assets of Fox totaled 
$5,800,000 and the fair value of Fox’s identifiable assets 
net of liabilities was equal to their carrying amount.
— Part I
• Market prices per share of the marketable equity 
securities, all listed on a national securities exchange, were 
as follows:
December 31,
1984 1985
Dale Corp. — common $22 $23
Ewing Corp. — common 15 14
Fox Corp. — common 27 29
Fox reported net income and paid dividends of:
Net income
Year ended 12/31/84 $350,000
Six months ended 6/30/85 200,000
Six months ended 12/31/85 370,000
(Dividend was paid 10/1/85)
Dividends 
per share
None
None
$1.30
• There were no other intercompany transactions 
between Lee and Fox.
Required:
a. Prepare a schedule setting forth for each invest­
ment the transactions and computations necessary to deter­
mine the ending balance in Lee’s December 31, 1985, 
balance sheet:
1. For investments carried at the lower of cost or 
market.
2. For investments carried under the equity method 
of accounting.
b. Prepare a schedule showing all income, gains, 
and losses relating to Lee’s long-term investments for the 
year ended December 31, 1985.
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Number 5 (Estimated time — 40 to 50 minutes)
The following trial balance of Garr Corporation at December 31, 1985, has been adjusted except for 
income tax expense.
Garr Corporation 
TRIAL BALANCE
December 31, 1985
Dr. Cr.
Cash
Accounts receivable (net)
Inventory
Property, plant and equipment (net)
Accounts payable and accrued liabilities
Income tax payable
Deferred income tax
Common stock
Additional paid-in capital
Retained earnings, 1/1/85
Net sales — Regular
— Plastics Division 
Cost of sales — Regular
— Plastics Division
Selling and administrative expenses — Regular
— Plastics Division
Interest income — Regular
Gain on litigation settlement — Regular
Depreciation adjustment from accounting change — Regular
Gain on disposal of Plastics Division
Income tax expense
$ 675,000
1,695,000
2,185,000
8,660,000
5,920,000
1,650,000
2,600,000 
660,000
350,000
835,000 
$25,230,000
$ 1,895,000
360,000
285,000
2,300,000
3,675,000
3,350,000 
10,750,000
2,200,000
65,000
200,000
150,000
$25,230,000
Other financial data for the year ended December 31, 1985;
Income tax expense
Estimated tax payments 
Accrued
Total charged to income tax expense (estimated)
$475,000
360,000
$835,000
Tax rate on all types of income 40%
Gain from litigation settlement is a taxable gain 
and is not considered infrequent.
The $835,000 does not properly reflect current or 
deferred income tax expense or intraperiod income 
tax allocation for financial statement purposes.
Timing difference (not related to Plastics Division)
Depreciation per tax return 
Depreciation per financial statements (excluding 
cumulative effect of accounting change)
$750,000
575,000
12
Discontinued operations
On October 31 , 1985, Garr sold its Plastics Division for $2,950,000 when the carrying amount was $2,800,000. 
For financial statement reporting, this sale was considered a disposal of a segment of a business. Since there 
was no phase-out period, the measurement date was October 31, 1985.
Change in depreciation method
Accounting Practice — Part I
On January 1, 1985, Garr changed to the 150% declining balance method from the straight-line method 
of depreciation for certain of its plant assets. The pretax cumulative effect of this accounting change was 
determined to be a charge of $350,000. There was no change in depreciation method for income tax purposes.
Capital structure
Common stock, $10 par, traded on a national exchange:
Outstanding at 1/1/85
Issued on 7/1/85 as a 15% stock dividend
Shares
200,000
30,000
230,000
Required:
Using the multiple-step format, prepare a formal income statement for Garr for the year ended December 
31, 1985. All components of income tax expense should be appropriately shown.
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EXAMINATION IN ACCOUNTING PRACTICE — PART II
November 6, 1986; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Point Estimated Minutes
Value Minimum Maximum
No. 1  
No. 2  
No. 3  
No. 4  
No. 5  
10 45 55
10 45 55
10 45 55
10 45 55
10 40 50
50 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. Support all problem-type answers with properly 
labeled and legible calculations that can be
identified as sources of amounts in formal 
schedules, entries, worksheets, or other answers, to 
show how your final answer was derived. Computa­
tion sheets should identify the question to which 
they relate, be placed immediately following the 
answer to that question, and be numbered in 
sequence with the other pages. Failure to enclose 
supporting calculations may result in loss of grading 
points because it may be impossible to determine 
how your amounts were computed.
4. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Instructions
Questions Number 1, 2, and 3 each consist of 20 
multiple choice items. Select the best answer for each of 
the items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers for each question.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com­
pany to its customers last year amounted to $5,260,000; 
sales returns and allowances reduced the amounts owed 
by $160,000. How much were net sales last year for Baker 
Company?
a. $4,800,000 
$5,100,000 
$5,200,000 
$5,260,000
3. All of Ladd Co.’s sales are on a credit basis. The 
following information is available for 1985:
b.
c.
d.
Answer Sheet
97.  
Number 1 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
1. The following information pertains to an item in Bay 
C o.’s inventory at year end:
Cost $1.50
Replacement cost .60
Net realizable value 1.20
Net realizable value less normal profit .84
Under the lower of cost or market approach, how much 
is the year-end inventory value of this item?
a. $1.20
b. $ .84
c. $ .66
d. $ .60
2. Saba Co. bought a tract of land, paying $800,000 
in cash and assuming an existing mortgage of $200,000. 
The municipal tax bill disclosed an assessed valuation of 
$700,000. How much should Saba record as an asset for 
this land acquisition?
a. $ 600,000
b. $ 700,000
c. $ 800,000
d. $1,000,000
Allowance for doubtful 
accounts, 1/1/85 
Sales
Sales returns 
Accounts written off 
as uncollectible
$ 9,000 
475,000
40,000
10,000
Ladd provides for doubtful accounts expense at the rate 
of 3% of net sales. At December 3 1 , 1985, the allowance 
for doubtful accounts balance should be
a. $14,050
b. $13,250
c. $13,050
d. $12,050
4. On June 3 0 , 1985, Ray Co. discounted at the bank 
a customer’s $60,000, 6-month, 10% note receivable dated 
April 30, 1985. The bank discounted the note at 12%. 
Ray’s proceeds from this discounted note amounted to
a. $56,400
b. $57,600
c. $60,480
d. $61,740
5. At December 31, 1985, the following information 
was available from Palo Co.’s accounting records:
Inventory, 1/1/85 
Purchases
Additional markups 
Available for sale
Cost Retail
$ 73,500 $101,500
416,500 577,500
—  21,000
$490,000 $700,000
Sales for the year totaled $553,000; markdowns amounted 
to $7,000. Under the approximate lower of average cost 
or market retail method, Palo’s inventory at December 
31, 1985, was
a. $ 98,000
b. $107,800
c. $140,000
d. $154,000
6. On January 1, 1985, Acar Co. agreed to grant its 
employees ten vested vacation days each year, with the 
provision that vacation days earned in a particular year 
could not be taken until the following year. For the year 
ended December 31, 1985, all five of Acar’s employees 
earned $100 per day each, and earned ten vacation days 
each. These vacation days were taken during the first half 
of 1986. Wage rates remained the same for 1986. In Acar’s 
1985 income statement, how much expense should be 
reported for compensated absences?
a. $0
b. $1,000
c. $2,500
d. $5,000
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Items 7 through 10 are based on the following data:
When Key Co. commenced business operations on 
January 1, 1983, the following assets were among those 
acquired at that date:
Real estate
Cost of parcel of land $ 20,000
Cost of razing old structure 
which had been on the land 3,000
Title insurance and legal fees 
pertaining to land acquisition 5,000
Architect’s fees 30,000
Cost of constructing new building 600,000
Machinery
Cost 100,000
Residual value 10,000
Estimated useful life (double- 
declining-balance method) 4 years
In 1985, Key incurred the following losses:
Foreign exchange loss because 
of major devaluation of 
foreign currency 
Effects of a strike against 
Key’s major supplier
$ 17,000 
120,000
Also during 1985, the following gains were recognized:
Income tax benefit arising from 
operating loss carryforward 
Gain on sale of real estate 
used in operations
$ 80,000 
300,000
7. How much should Key have capitalized in 1983 as 
the cost of the new building?
a. $600,000
b. $630,000
c. $635,000
d. $638,000
8. At December 31, 1984, after Key’s second year of 
operations, how much was the accumulated depreciation 
on the machinery?
a. $45,000
b. $50,000
c. $67,500
d. $75,000
9. For the year ended December 31, 1985, the extra­
ordinary losses, before income tax considerations, 
amounted to
a. $0
b. $ 17,000
c. $120,000
d. $137,000
10. For the year ended December 31, 1985, the extra­
ordinary gains, before income tax considerations, 
amounted to
a. $0
b. $ 80,000
c. $300,000
d. $380,000
Items 11 and 12 are based on the following data:
Ali Co. bought a machine on January 1, 1981, for 
$24,000, at which time it had an estimated useful life of 
eight years, with no residual value. Straight-line deprecia­
tion is used for all of Ali’s depreciable assets. On January 
1 , 1983, the machine’s estimated useful life was determined 
to be only six years from the acquisition date. Accordingly, 
the appropriate accounting change was made in 1983. The 
direct effects of this change were limited to the effect on 
depreciation and the related provision for income tax. Ali’s 
income tax rate was 40% in all the affected years.
11. In Ali’s 1983 financial statements, how much should 
be reported as the cumulative effect on prior years because 
of the change in the estimated useful life of the machine?
a. $0
b. $1,200
c. $2,000
d. $2,800
12. For the year ended December 31, 1985, how much 
depreciation expense should Ali record for this machine?
a. $0
b. $2,700
c. $4,500
d. $6,300
13. Day Retailers purchased merchandise with a list price 
of $10,000, subject to trade discounts of 20% and 10% , 
with no cash discounts allowable. How much should Day 
record as the cost of this merchandise?
a. $10,000
b. $ 7,800
c. $ 7,200
d. $ 7,000
14. If one Canadian dollar can be exchanged for 90 cents 
of United States money, what fraction should be used to 
compute the indirect quotation of the exchange rate ex­
pressed in Canadian dollars?
a. 1.10/1
b. 1/1.10
c. 1/.90
d. .90/1
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15. The following information pertains to Nu Co. at 
December 31, 1985:
19. Lobo Corp. incurred the following expenses which 
it treated differently in computing accounting income 
and taxable income:
Check book balance $6,000
Bank statement balance 8,000 Premiums on officers’
Check drawn on Nu Co.’s life insurance, under
account, payable to a vendor, which the corporation
dated and recorded, 12/31/85, 
but not mailed until 1/20/86 900
is the beneficiary $ 5,000
Estimated future
On Nu Co.’s balance sheet at December 31, 
much should be shown as cash?
1985, how warranty costs 60,000
a. $6,000 The timing differences amount to
b. $6,900 a. $0
c. $7,100 b. $ 5,000
d. $8,000 c. $60,000
d. $65,000
16. An analysis and aging of Jay Co.’s accounts
receivable at December 31 , 1985, disclosed the following: 20. For the year ended December 31 , 1985, Rosa Corp.’s
pretax accounting income comprised the following:
Accounts receivable 
Allowance for uncollectible
$900,000
Income from operations $200,000
accounts, per books 
Accounts estimated to be
50,000 Rent income from tenant:
uncollectible 64,000 Received in 1985 $26,000 
Portion applicable
At December 31 , 1985, the net realizable value of accounts to 1986 rent 2,000 24,000
receivable should be Pretax accounting income $224,000a. $886,000
b. $850,000
c. $836,000 Rosa’s income tax rate is 40% . Rosa’s 1985 income tax
d. $786,000 expense should be
a. $80,000
17. At December 31, 1985 and 1984, Gow Corp. had
100,000 shares of common stock and 10,000 shares of 5% , 
$100 par value cumulative preferred stock outstanding. 
No dividends were declared on either the preferred or com­
mon stock in 1985 or 1984. Net income for 1985 was 
$1,000,000. For 1985, earnings per common share 
amounted to
a. $10.00
b. $ 9.50
c. $ 9.00
d. $ 5.00
18. Newt Corp. had earnings per share of $12.00 for 
1985, before taking any dilutive securities into considera­
tion. No conversion or exercise of dilutive securities took 
place in 1985. However, possible conversion of convert­
ible preferred stock, a common stock equivalent, would 
have reduced earnings per share to $11.90 The effect of 
possible exercise of common stock warrants would have 
reduced earnings per share by an additional $0.05. For 
1985, what is the maximum amount that Newt may report 
as a single presentation of earnings per share?
a. $12.00
b. $11.95
c. $11.90
d. $11.85
$89,600
$90,400
$91,200
Number 2 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of managerial accounting problems.
Items to be Answered
21. Tub Co. uses a standard cost system. The following 
information pertains to direct labor for product B for the 
month of October:
Actual rate paid 
Standard rate 
Standard hours allowed 
for actual production 
Labor efficiency variance
$8.40 per hour 
$8.00 per hour
2,000 hours 
$1,600 unfavorable
What were the actual hours worked?
a. 1,800
b. 1,810
c. 2,190
d. 2,200
17
Examination Questions — November 1986
Items 22 through 26 are based on the following data:
Oslo Co.’s industrial photo-finishing division, Rho, 
incurred the following costs and expenses in 1985:
27. The following information pertains to Top C o.’s 
Division D for the month of May:
Direct materials 
Direct labor 
Factory overhead 
General, selling, 
and administrative
Totals
Variable
$200,000
150,000
70,000
30,000 
$450,000
Fixed
$42,000
48,000
$90,000
During 1985, Rho produced 300,000 units of industrial 
photo-prints, which were sold for $2.00 each. Oslo’s 
investment in Rho was $500,000 and $700,000 at January 
1, 1985, and December 31, 1985, respectively. Oslo nor­
mally imputes interest on investments at 15% of average 
invested capital.
22. For the year ended December 31 , 1985, Rho’s return 
on average investment was
a. 15.0*7o
b. 10.0%
c. 8.6%
d. ( 5.0%)
23. For the year ended December 31, 1985, Rho’s 
residual income (loss) was
a. $150,000
b. $ 60,000
c. ($ 45,000)
d. ($ 30,000)
24. How many industrial photo-print units did Rho have 
to sell in 1985 to break even?
a. 180,000
b. 120,000
c. 90,000
d. 60,000
December 31, 1985, Rho’s25. For the year ended 
contribution margin was
a. $250,000
b. $180,000
c. $150,000
d. $ 60,000
26. Based on Rho’s 1985 financial data, and an estimated 
1986 production of 350,000 units of industrial photo­
prints, Rho’s estimated 1986 total costs and expenses 
would be
a. $525,000
b. $540,000
c. $615,000
d. $630,000
Beginning work-in-process 
Started in May 
Units completed 
Ending work-in-process
Number 
o f  units
30,000
80,000
85,000
25,000
Cost o f  
materials
$11,000
36,000
All materials are added at the beginning of the process. 
Using the weighted-average method, the cost per 
equivalent unit for materials is
a. $0.43
b. $0.45
c. $0.55
d. $0.59
28. Lin Co. sells its merchandise at a gross profit of 30%. 
The following figures are among those pertaining to Lin’s 
operations for the six months ended June 30, 1986:
Sales
Beginning inventory 
Purchases
$200,000
50,000
130,000
On June 30, 1986, all of Lin’s inventory was destroyed 
by fire. The estimated cost of this destroyed inventory was
a. $120,000
b. $ 70,000
c. $ 40,000
d. $ 20,000
29. Nil Co. uses a predetermined factory overhead 
application rate based on direct labor cost. For the 
year ended December 31, 1985, Nil’s budgeted factory 
overhead was $600,000, based on a budgeted volume of
50,000 direct labor hours, at a standard direct labor 
rate of $6.00 per hour. Actual factory overhead amounted 
to $620,000, with actual direct labor cost of $325,000. 
For 1985, overapplied factory overhead was
a. $20,000
b. $25,000
c. $30,000
d. $50,000
30. Lee Co. produces two joint products, BEX and 
ROM. Joint production costs for June 1986 were $30,000. 
During June 1986 further processing costs beyond the split- 
off point, needed to convert the products into salable form, 
were $25,000 and $35,000 for 1,600 units of BEX and 800 
units of ROM, respectively. BEX sells for $50 per unit, 
and ROM sells for $100 per unit. Lee uses the net realizable 
value method for allocating joint product costs. For June 
1986, the joint costs allocated to product BEX were
a. $20,000
b. $16,500
c. $13,500
d. $10,000
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Items 31 through 33 are based on the following data:
Allo Foundation, a tax-exempt organization, invested 
$200,000 in a five-year project at the beginning of 1985. 
Allo estimates that the annual cash savings from this 
project will amount to $65,000. The $200,000 of assets 
will be depreciated over their five-year life on the straight- 
line basis. On investments of this type, Allo’s desired rate 
of return is 12%. Information on present value factors 
is as follows:
35. Clay Co. operates three shipping terminals, referred 
to as X, Y, and Z. Of the total cargo shipped, terminals 
X, Y, and Z handle approximately 60%, 30%, and 10%, 
respectively, with error rates of 3%, 4%, and 6%, respec­
tively. Clay’s internal auditor randomly selects one ship­
ping document, ascertaining that this document contains 
an error. The probability that the error occurred in 
terminal X is
a. 60%
b. 50%
c. 23%
d. 3%
Present value of 1
A t 12% A t 14% A t  16%
for 5 periods 
Present value of an 
annuity of 1
0.57 0.52 0.48
for 5 periods 3.6 3.4 3.3
31. The net present value of the project is
a. $ 34,000
b. $ 36,400
c. $ 90,000
d. $125,000
32. Allo’s internal rate of return on this project is
a. Less than 12%.
b. Less than 14%, but more than 12%.
c. Less than 16%, but more than 14%.
d. More than 16%.
33. For the project’s first year, Allo’s accounting rate 
of return, based on the project’s average book value for 
1985, would be
a. 14.4%
b. 13.9%
c. 12.5%
d. 12.0%
36. During 1985, Seco Corp. experienced the following 
power outages:
Number o f  
outages 
per month
0
1
2
3
Number o f  
months
3 
2
4
_3
12
Each power outage results in out-of-pocket costs of $200. 
For $250 per month, Seco can lease an auxiliary generator 
to provide power during outages. If Seco leases an aux­
iliary generator in 1986, the estimated savings (or 
additional expenditures) for 1986 would be
a. $ 800
b. $ 950
c. ($ 600)
d. ($1,800)
34. Kent Co.’s 1985 operating percentages were as 
follows:
Sales 100%
Cost of sales
Variable 50%
Fixed 10
Gross profit 40
Other operating expenses
Variable 20
Fixed 15 35
Operating income 5%
Kent’s 1985 sales totaled $2,000,000. At what 1985 sales
level would Kent break even?
a. $1,900,000
b. $1,666,667
c. $1,250,000
d. $ 833,333
37. Dex Co. had the following production for the month 
of June:
Units
Work-in-process at June 1 10,000
Started during June 40,000
Completed and transferred
to finished goods 33,000
Abnormal spoilage incurred 2,000
Work-in-process at June 30 15,000
Materials are added at the beginning of the process. 
As to conversion cost, the beginning work-in-process was 
70% completed and the ending work-in-process was 60% 
completed. Spoilage is detected at the end of the process. 
Using the weighted-average method, the equivalent units 
for June, with respect to conversion cost, were
a. 42,000
b. 44,000
c. 45,000
d. 46,000
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38. Marc Corp. has a job order cost system. The follow­
ing debits (credits) appeared in the work-in-process 
account for the month of May 1986:
May Description Amount
1 Balance $ 10,000
31 Direct materials 60,000
31 Direct labor 40,000
31 Factory overhead 32,000
31 To finished goods (120,000)
Marc applies overhead to production at a predetermined 
rate of 80% based on direct labor cost. Job No. 23, the 
only job still in process at the end of May 1986, has been 
charged with direct labor of $5,000. The amount of direct 
materials charged to Job No. 23 was
a. $ 6,250
b. $ 7,500
c. $13,000
d. $17,000
39. Lite Co. manufactures products X and Y from a joint 
process that also yields a by-product, Z. Revenue from 
sales of Z is treated as a reduction of joint costs. 
Additional information is as follows:
Products
X Y z Total
Units
produced 20,000 20,000 10,000 50,000
Joint costs ? 7 ? $262,000
Sales value 
at split- 
off $300,000 $150,000 $10,000 $460,000
Joint costs were allocated using the sales value at split-off 
approach. The joint costs allocated to product X were
a. $ 75,000
b. $100,800
c. $150,000
d. $168,000
40. Doe Co. wants to sell a product at a gross margin 
of 20%. The cost of the product is $2.00. The 
selling price should be
a. $1.60
b. $2.10
c. $2.40
d. $2.50
Number 3 (Estimated time 45 to 55 minutes)
Select the best answer for each of the following items 
relating to the federal income taxation of corporations, 
partnerships, and exempt organizations. The answers 
should be based on the Internal Revenue Code and 
Tax Regulations in effect for the tax period specified 
in the item. If no tax period is specified, use the current 
Internal Revenue Code and Tax Regulations.
Items to be Answered
41. Al Eng owns 55% of the outstanding stock of Rego 
Corp. During 1986, Rego sold a trailer to Eng for $10,000. 
The trailer had an adjusted tax basis of $12,000, and had 
been owned by Rego for three years. In its 1986 income 
tax return, what is the allowable loss that Rego can claim 
on the sale of this trailer?
a. $0.
b. $2,000 ordinary loss.
c. $2,000 Section 1231 loss.
d. $2,000 Section 1245 loss.
42. In 1985, Nam Corp., which is not a dealer in 
securities, realized taxable income of $160,000 from its 
business operations. Also in 1985, Nam sustained a long­
term capital loss of $24,000 from the sale of marketable 
securities. Nam did not realize any other capital gains or 
losses since it began operations. In Nam’s income tax 
returns, what is the proper treatment for the $24,000 long­
term capital loss?
a. Use $3,000 of the loss to reduce 1985 taxable 
income, and carry $21,000 of the long-term 
capital loss forward for five years.
b. Use $6,000 of the loss to reduce 1985 taxable 
income by $3,000, and carry $18,000 of the long­
term capital loss forward for five years.
c. Use $24,000 of the long-term capital loss to 
reduce 1985 taxable income by $12,000.
d . Carry the $24,000 long-term capital loss forward 
for five years, treating it as a short-term capital 
loss.
43. A corporation may reduce its income tax by taking 
a tax credit for
a. Excess charitable contributions.
b. State income taxes.
c. Political contributions.
d. Foreign income taxes.
44. In 1985, Daly Corp. had the following income:
Profit from operations $100,000
Dividends from unrelated taxable
domestic corporation 1,000
In Daly’s 1985 taxable income, how much should be in­
cluded for the dividends received?
a. $0
b. $ 150
c. $ 850
d. $1,000
45. Which one of the following is not a corporate 
reorganization as defined in the Internal Revenue Code?
a. Stock redemption.
b. Recapitalization.
c. Mere change in identity.
d. Statutory merger.
20
Accounting Practice — Part II
46. Neel Corp. has one preferred stockholder and three 
common stockholders. Neel derives all of its income from 
investments in stocks and securities, and regularly 
distributes 51% of its taxable income as dividends to its 
stockholders. Neel is a(an)
a. Regulated investment company.
b. S corporation.
c. Corporation subject to the accumulated earn­
ings tax.
d. Personal holding company.
47. The accumulated earnings tax can be imposed
a. Regardless of the number of stockholders of a 
corporation.
b. On both partnerships and corporations.
c. On companies that make distributions in excess 
of accumulated earnings.
d. Only on parent-subsidiary affiliated groups.
48. Parent Corp. and Subsidiary Corp. file consolidated 
returns on a calendar-year basis. In January 1985, Sub­
sidiary sold land, which it had used in its operations, to 
Parent for $75,000. Immediately before this sale, Sub­
sidiary’s basis for the land was $45,000. Parent held the 
land primarily for sale to customers in the ordinary course 
of business. In July 1986, Parent sold the land to Dubin, 
an unrelated individual, for $90,000. In determining the 
consolidated Section 1231 net gain for 1986, how much 
should Subsidiary take into account as a result of the 1985 
sale of the land from Subsidiary to Parent?
a. $45,000
b. $30,000
c. $22,500
d. $15,000
49. For the year ended December 31 , 1985, Kork Corp.’s 
book income, before federal income taxes, was $300,000.
Provision for state 
corporation income tax
Interest income on United 
States obligations
Interest paid on loan to 
carry United States obligations
How much was Kork’s 1985 taxable income?
a. $292,000
b. $294,000
c. $300,000
d. $303,000
50. What is the maximum number of stockholders 
allowable for eligibility as an S corporation?
51. Moss Corp.’s income statement for 1985 showed the 
following expenses for life insurance premiums:
Group-term life insurance 
premiums paid on employees’ 
lives, with the employees’ 
dependents as beneficiaries
Term life insurance 
premiums paid on life of 
Moss’ president, with Moss 
Corp. as beneficiary
$10,000
7,000
On its 1985 tax return, how much should Moss deduct for 
life insurance premiums?
a. $0
b. $ 7,000
c. $10,000
d. $17,000
a.
$3,000 b.
c.
8,000 d.
2,000
a. 5
b. 15
c. 25
d. 35
52. Without obtaining prior approval from the IRS, a 
newly formed partnership may adopt
a. A taxable year which is the same as that of all 
of its principal partners.
b . A calendar year, only if it comprises a 12-month 
period.
c. A January 31 year-end if it is a retail enterprise, 
and all of its principal partners are on a calendar 
year.
d. Any taxable year that it deems advisable to 
select.
53. The holding period of property acquired by a part­
nership as a contribution to the contributing partner’s 
capital account
Includes the period during which the property 
was held by the contributing partner.
Is subtracted from the period during which the 
property was held by the contributing partner. 
Begins with the date of contribution to the 
partnership.
Depends on whether the transfer to the partner­
ship results in a gain or a loss to the contributing 
partner.
54. The basis of property (other than money) distributed 
by a partnership to a partner, in complete liquidation of 
the partner’s interest, shall be an amount equal to the
a. Adjusted basis of such partner’s interest in the 
partnership, increased by any money distributed 
in the same transaction.
b. Adjusted basis of such partner’s interest in the 
partnership, reduced by any money distributed 
in the same transaction.
c. Fair market value of the property.
d. Book value of the property.
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55. Which one of the following types of organizations 
qualifies as an organization exempt from income tax?
a. All “ feeder” organizations, primarily conduct­
ing businesses for profit, but distributing 100% 
of their profits to organizations exempt from 
taxation.
b. A social club, supported solely by members’ 
dues and members’ purchases of food and drink 
for consumption on club premises, with 100% 
of the club’s profits used for its recreational 
facilities.
c. A private foundation organized to influence 
legislation pertaining to protection of the 
environment.
d . A business league operated primarily to publish 
a yearbook comprised of members’ paid adver­
tisements, solicited by paid employees.
56. To qualify as an exempt organization,
a. A written application need not be filed if no 
applicable official form is provided.
b. No employee of the organization is permitted 
to receive compensation in excess of $100,000 
per year.
c . The applicant must be of a type specifically iden­
tified as one of the classes upon which exemp­
tion is conferred by the Code.
d. The organization is prohibited from issuing 
capital stock.
Items 59 and 60 are based on the following data:
Blu Corp. had operating income of $80,000, after 
deducting $5,000 for contributions to the state university, 
but not including dividends of $1,000 received from non- 
affiliated taxable domestic corporations.
59. In computing the maximum allowable deduction for 
contributions, how much is the base amount to which Blu 
should apply the percentage limitation?
a. $81,000
b. $85,000
c. $85,150
d. $86,000
60. In applying the percentage limitation to the base 
amount, in order to compute the maximum allowable 
deduction for contributions, what percentage should Blu 
use?
a. 5%
b. 10%
c. 30%
d. 50%
57. With regard to unrelated business income of an 
exempt organization, which one of the following 
statements is true?
a. If an exempt organization has any unrelated 
business income, such organization automatic­
ally forfeits its exempt status for the particular 
year in which such income was earned.
b. When an unrelated trade or business activity 
results in a loss, such activity is excluded from 
the definition of unrelated business.
c . If an exempt organization derives income from 
conducting games of chance, in a locality where 
such activity is legal, and in a state that confines 
such activity to nonprofit organizations, then 
such income is exempt from the tax on unrelated 
business income.
d. Dividends and interest earned by all exempt 
organizations always are excluded from the 
definition of unrelated business income.
58. With regard to S corporations and their stockholders, 
the “ at-risk” rules applicable to losses
a. Apply at the shareholder level rather than at the 
corporate level.
b. Depend on the number of persons owning the 
S corporation’s stock.
c. Take into consideration the character of the S 
corporation’s income.
d. Are subject to the elections made by the S cor­
poration’s stockholders.
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Number 4 (Estimated tim e----- 45 to 55 minutes)
On January 2 ,  1985, Pine City’s council officially approved a three-year special assessment project for a street-improvement 
program. Approval of this project was based on the following information:
• Issuance of $10,000,000 serial bonds at face amount, as follows:
Amount Rate Maturity Date
$2,000,000 6% December 31, 1985
3,000,000 7% December 31, 1986
5,000,000 8% December 31, 1987
Interest expense on the serial bonds for 1985, 1986, and 1987 is estimated at $730,000, $610,000, and $400,000, respectively.
Assessments of $9,000,0(X) will be levied, payable over a three-year period by property owners benefitting from the project, 
with $3,000,000 due on June 30, 1985, 1986, and 1987, respectively. Interest, to be charged at the simple rate of 10% 
on the deferred installments, from June 30, 1985, to the due dates, is expected to be as follows:
Due Dates 
January 2, 1986 
June 30, 1986 
January 2, 1987 
June 30, 1987
Interest
$300,000
300,000
150,000
150,000
Signing of a construction contract for a fixed fee of $9,500,000, with the following payment schedule: $1,500,000 in 
advance on January 15, 1985; progress billing of $6,000,(X)0 times the percentage of completion to be computed every 
November 30, payable on December 31; $2,000,000 on completion. Completion estimates are 30% at November 3 0 , 1985, 
an additional 40% on November 30, 1986, and the final 30% on November 30, 1987.
Investment of temporary funds in six-month certificates of deposit, at an estimated interest rate of 12%.
Interest revenue on the certificates of deposit for 1985, 1986, and 1987 is estimated at $900,000, $700,000, and $500,000, 
respectively.
Project to be accounted for by integration of formal budgetary accounting entries and controlling accounts.
Pine City maintains its records on a non-GAAP budgetary basis, in which bond proceeds are considered other financing 
sources, and principal repayments are considered expenditures and are appropriated. For revenue recognition purposes, 
Pine City considers revenues as “ available” when the funds are collectible within 60 days of year-end.
During 1985, Pine City had the following transactions and adjustments relating to this street-improvement project:
— Adoption of annual operating budget.
— Signing of construction contract.
— Issuance of serial bonds and receipt of $10,000,000 proceeds.
— Levy of special assessments.
— Purchase of $8,000,000 certificate of deposit, due June 30, 1985, yielding interest of $480,000.
— Payment of $1,500,000 advance to contractor.
— Collection of $3,000,000 on current portion of special assessments.
— Collection of $8,000,000 principal and $480,000 interest on certificate of deposit.
— Purchase o f $l1,000,000 certificate of deposit, due December 31, 1985, yielding interest of $500,000.
1. January 2
2. January 2
3. January 2
4. January 2
5. January 2
6. January 15
7. June 30
8. June 30
9. July 1
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10. November 30
Examination Questions — November 1986
Receipt of progress invoice from contractor for an additional payment of $2,100,000, indicating 
completion.
11. December 31 — Collection of $11,000,000 principal and $500,000 interest on certificate of deposit.
12. December 31 — Payment of contractor’s November 30 progress invoice.
13. December 31 — Payment of $50,000 to contractor for removal of old street signs, erroneously omitted from contract.
14. December 31 — Payment of $2,000,000 matured serial bonds, plus interest.
15. December 31 — Adjusting entries for interest payable on serial bonds and interest receivable on special assessments.
Required:
In chronological order, prepare journal entries in the special assessment fund pertaining to the foregoing transactions 
and adjustments. Omit explanations and closing entries.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
The following information pertains to Alex and Myra Cole, a married couple filing a joint federal income tax return 
for the calendar year 1985:
Accounting Practice — Part II
Alex, age 72 — cash received in 1985
Social security benefits 
Gross amount
Less voluntary premiums under Medicare Part B 
Net amount received
Proceeds of life insurance policy on death of friend
Proceeds from sales of stock 
Bought in May 1980 — basis $2,000 
Bought in October 1985 — basis $900
Dividends
From taxable domestic corporations
On life insurance policy
(accumulated net premiums not exceeded)
Myra, age 60 — cash received in 1985
Salary — employed as actuary 
Gross amount 
Amounts withheld 
Federal income tax 
State income tax 
FICA taxes 
United Fund pledge
Total cash received
$10,000
3,349
2,792
240
$62,000
16,381
$ 9,900 
190
9,710
5,000
3,000
700
500
131
45,619
$64,660
Cash paid in 1985
Rent, household, and other personal expenses
Estimated 1985 federal income tax
Business travel away from home overnight
Continuing professional education courses 
required by Society of Actuaries
Medical and dental expenses 
Doctors 
Dentures 
Travel to doctors
Contribution to a national political party 
Total cash paid
$ 3,000 
800 
100
$40,000
3,000
800
400
3,900
500
$48,600
25
Additional information:
• The 1984 joint federal income tax return showed a tax overpayment of $900, which was refunded to the Coles in 1985.
• The 1984 joint state income tax return showed a tax overpayment of $110, which was refunded to the Coles in 1985.
• The Coles itemized their deductions on their 1984 return.
• In March 1985, Alex donated 100 shares of stock of a listed corporation to a recognized charitable organization. Alex’s 
basis for this stock, which was bought in 1960, was $1,000. Fair market value of this stock on the date of the donation 
was $7,000.
• Included in the Coles’ personal expenses was $1,100 for state sales taxes, substantiated by receipts. The Coles elected 
not to use the optional state sales tax table.
• The Coles supported their son, Ben, who had been disabled since birth, and who lived in the Cole household. Ben had 
no income. He died in January 1985 at the age of 34.
• In June 1985, Myra received a watch as a gift from her employer, as a token of the employer’s appreciation for Myra’s 
efforts in recruiting new clients. This watch had a fair market value of $1,500. The recruiting of new clients was not 
part of Myra’s prescribed duties.
• In 1980, Alex established a reversionary (“ Clifford” ) trust for the benefit of a destitute friend who lives alone. Trust 
income amounted to $2,200 in 1985, which constituted more than 50% of the friend’s support for the year. A local bank 
is trustee.
• Personal exemptions and exemptions for dependents are $1,040 each.
• The zero bracket amount is $3,540.
Required:
a. Prepare a detailed schedule computing Alex and Myra Cole’s joint taxable income for 1985. Show each appropriate 
item separately in the schedule, and classify each item properly. Any possible alternative treatment should be resolved in 
a manner that will minimize 1985 taxable income.
b. Assume that Alex and Myra Cole’s 1985 federal income tax on their 1985 joint taxable income is $12,957 before 
tax credits and payments. Compute the net amount of tax payable or net overpayment of tax.
Examination Questions — November 1986
Number 5 (continued)
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EXAMINATION IN AUDITING
November 6, 1986; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Point
Value
No. 1 ..................................................................................................  60
No. 2 .................................................................................................. 10
No. 3 ..................................................................................................  10
No. 4 ..................................................................................................  10
No. 5 ..................................................................................................  _10
T o ta l..........................................................................................  100
Estimated Minutes 
Minimum Maximum
90
15
15
15
15
150
no
25
25
25
25
210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Number 1 (Estimated tim e----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor should
a. Inspect all property and equipment acquired 
during the year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the ex­
isting internal accounting controls.
d. Count client petty cash funds.
Answer Sheet
96.  
Items to be Answered
1. As guidance for measuring the quality of the per­
formance of an auditor, the auditor should refer to
a. Statements of the Financial Accounting Stand­
ards Board.
b. Generally accepted auditing standards.
c. Interpretations of the Statements on Auditing 
Standards.
d. Statements on Quality Control Standards.
2. When using the work of a specialist, the auditor may 
make reference to and identification of the specialist in 
the auditor’s report if the
a. Auditor decides to express a qualified opinion.
b. Specialist’s reputation or professional certifica­
tion is being emphasized.
c. Auditor wishes to indicate a division of 
responsibility.
d. Specialist’s work provides the auditor greater 
assurance of reliability.
3. Under Statements on Auditing Standards, which of 
the following would be classified as an error?
a. Misappropriation of assets for the benefit of 
management.
b . Misinterpretation by management of facts that 
existed when the financial statements were 
prepared.
c. Preparation of records by employees to cover 
a fraudulent scheme.
d. Intentional omission of the recording of a 
transaction to benefit a third party.
4. The AICPA Code of Professional Ethics contains 
both general ethical principles that are aspirational in 
character and also a
a. List of violations that would cause the 
automatic suspension of the CPA’s license.
b. Set of specific, mandatory rules describing 
minimum levels of conduct the CPA must 
maintain.
c. Description of the CPA’s procedures for 
responding to an inquiry from a trial board.
d . List of specific crimes that would be considered 
as acts discreditable to the profession.
5. A violation of the profession’s ethical standards 
would most likely have occurred when a CPA
a. Made arrangements with a bank to collect notes 
issued by a client in payment of fees due.
b. Joined an accounting firm made up of three 
non-CPA practitioners.
c. Issued an unqualified opinion on the 1985 
financial statements when fees for the 1984 
audit were unpaid.
d. Purchased a bookkeeping firm’s practice of 
monthly write-ups for a percentage of fees 
received over a three-year period.
6. A violation of the profession’s ethical standards 
would least likely have occurred when a CPA in public 
practice
a. Used a records-retention agency to store the 
CPA’s working papers and client records.
b. Served as an expert witness in a damage suit 
and received compensation based on the 
amount awarded to the plaintiff.
c. Referred life insurance assignments to the 
CPA’s spouse, who is a life insurance agent.
d. Served simultaneously as state director of 
revenues and practiced public accounting in the 
same state.
7. Which of the following factors most likely affects the 
auditor’s judgment about the quantity, type, and con­
tent of working papers?
a. The degree of reliance on internal accounting 
control.
b. The content of the client’s representation letter.
c. The timing of substantive tests completed prior 
to the balance sheet date.
d. The usefulness of the working papers as a 
reference source for the client.
8. A written understanding between the auditor and the 
client concerning the auditor’s responsibility for the 
discovery of illegal acts is usually set forth in a(an)
a. Client representation letter.
b. Letter of audit inquiry.
c. Management letter.
d. Engagement letter.
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9. When one auditor succeeds another, the successor 
auditor should request the
a. Client to instruct its attorney to send a letter of 
audit inquiry concerning the status of the prior 
year’s litigation, claims, and assessments.
b. Predecessor auditor to submit a list of internal 
accounting control weaknesses that have not 
been corrected.
c. Client to authorize the predecessor auditor to 
allow a review of the predecessor auditor’s 
working papers.
d. Predecessor auditor to update the prior year’s 
report to the date of the change of auditors.
10. Prior to beginning the field work on a new audit 
engagement in which a CPA does not possess expertise 
in the industry in which the client operates, the CPA should
a. Reduce audit risk by lowering the preliminary 
levels of materiality.
b . Design special substantive tests to compensate 
for the lack of industry expertise.
c . Engage financial experts familiar with the nature 
of the industry.
d . Obtain a knowledge of matters that relate to the 
nature of the entity’s business.
11. A basic objective of a CPA firm is to provide pro­
fessional services that conform with professional stan­
dards. Reasonable assurance of achieving this basic ob­
jective is provided through
a. A system of peer review.
b. Continuing professional education.
c. A system of quality control.
d. Compliance with generally accepted reporting 
standards.
12. Which of the following is not required by the general­
ly accepted auditing standard that states that due profes­
sional care is to be exercised in the performance of the 
examination?
a. Observance of the standards of field work and 
reporting.
b . Critical review of the audit work performed at 
every level of supervision.
c. Degree of skill commonly possessed by others 
in the profession.
d. Responsibility for losses because of errors of 
judgment.
13. A secondary objective of the auditor’s study and 
evaluation of internal accounting control is that the study 
and evaluation provide
a. A basis for determining the nature, extent, and 
timing of audit tests.
b. Assurance that management’s procedures to 
detect irregularities are properly functioning.
c. A basis for constructive suggestions concerning 
improvements in internal accounting control.
d. Evidence that incompatible functions for ac­
counting control purposes have been eliminated.
Items 14 and 15 are based on the following information:
During the annual audit of BCD Corp., a publicly 
held company, Smith, CPA, a continuing auditor, deter­
mined that illegal political contributions had been made 
during each of the past seven years, including the year 
under audit. Smith notified the board of directors of BCD 
Corp. of the illegal contributions, but they refused to take 
any action because the amounts involved were immaterial 
to the financial statements.
14. Smith should reconsider the intended degree of 
reliance to be placed on the
a. Management representation letter.
b . Preliminary judgment about materiality levels.
c. Letter of audit inquiry to the client’s attorney.
d. Prior years’ audit programs.
15. Since management took no action, Smith should
a . Report the illegal contributions to the Securities 
and Exchange Commission.
b. Issue an “ except for” qualified opinion or an 
adverse opinion.
c. Disregard the political contributions since the 
board of directors were notified and the 
amounts involved were immaterial.
d . Consider withdrawing from the engagement or 
dissociating from any future relationship with 
BCD Corp.
16. When an accountant is not independent of a client 
and is requested to perform a compilation of its financial 
statements, the accountant
a. Is precluded from accepting the engagement.
b. May accept the engagement and need not 
disclose the lack of independence.
c. May accept the engagement and should disclose 
the lack of independence, but not the reason for 
the lack of independence.
d . May accept the engagement and should disclose 
both the lack of independence and the reason 
for the lack of independence.
17. After completing all compliance testing, the auditor 
should review the results and consider whether
a. The planned degree of reliance on the internal 
accounting controls is justified.
b. The evidential matter obtained from the study 
of the internal accounting controls can provide 
a reasonable basis for an opinion.
c. Further study of the internal accounting con­
trols is likely to justify any restriction of substan­
tive tests.
d. Sufficient knowledge has been obtained about 
the entity’s entire internal accounting control 
system.
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18. Which of the following is a provision of the Foreign 
Corrupt Practices Act?
a. It is a criminal offense for an auditor to fail to 
detect and report a bribe paid by an American 
business entity to a foreign official for the pur­
pose of obtaining business.
b. The auditor’s detection of illegal acts commit­
ted by officials of the auditor’s publicly held 
client in conjunction with foreign officials 
should be reported to the Enforcement Division 
of the Securities and Exchange Commission.
c. If the auditor of a publicly held company con­
cludes that the effects on the financial statements 
of a bribe given to a foreign official are not 
susceptible of reasonable estimation, the 
auditor’s report should be modified.
d. Every publicly held company must devise, 
document, and maintain a system of internal 
accounting controls sufficient to provide 
reasonable assurances that internal accounting 
control objectives are met.
19. After finishing the review of the design of the inter­
nal accounting control system in an audit engagement, the 
auditor should perform compliance tests on
a . Those controls that have a material effect upon 
the financial statement balances.
b. A random sample of the controls that were 
reviewed.
c. Those controls that the auditor plans to rely 
upon.
d. Those controls in which material weaknesses 
were identified.
20. When performing a compliance test with respect to 
control over cash receipts, an auditor may use a systematic 
sampling technique with a start at any randomly selected 
item. The biggest disadvantage of this type of sampling 
is that the items in the population
a. Must be systematically replaced in the popula­
tion after sampling.
b . May systematically occur more than once in the 
sample.
c. Must be recorded in a systematic pattern before 
the sample can be drawn.
d . May occur in a systematic pattern, thus destroy­
ing the sample randomness.
21. In the examination of the financial statements of 
Delta Company, the auditor determines that in perform­
ing a compliance test of internal accounting control, the 
compliance rate in the sample does not support the planned 
degree of reliance on the control when, in fact, the com­
pliance rate in the population does justify such reliance. 
This situation illustrates the risk of
a. Overreliance.
b. Underreliance.
c. Incorrect rejection.
d. Incorrect acceptance.
22. To determine whether the system of internal account­
ing control operated effectively to minimize errors of 
failure to invoice a shipment, the auditor would select a 
sample of transactions from the population represented 
by the
a. Customer order file.
b. Bill of lading file.
c. Open invoice file.
d. Sales invoice file.
23. For the accounting system of Acme Company the 
amounts of cash disbursements entered into an EDP ter­
minal are transmitted to the computer that immediately 
transmits the amounts back to the terminal for display 
on the terminal screen. This display enables the operator to
a. Establish the validity of the account number.
b. Verify the amount was entered accurately.
c. Verify the authorization of the disbursement.
d. Prevent the overpayment of the account.
24. Which of the following is a question that the auditor 
would expect to find on the production cycle section of 
an internal accounting control questionnaire?
a. Are vendors’ invoices for raw materials 
approved for payment by an employee who is 
independent of the cash disbursements 
function?
b. Are signed checks for the purchase of raw 
materials mailed directly after signing without 
being returned to the person who authorized the 
invoice processing?
c. Are all releases by storekeepers of raw materials 
from storage based on approved requisition 
documents?
d . Are details of individual disbursements for raw 
materials balanced with the total to be posted 
to the appropriate general ledger account?
25. A basic premise underlying analytical review pro­
cedures is that
a. Statistical tests of financial information may 
lead to the discovery of material errors in the 
financial statements.
b. The study of financial ratios is an acceptable 
alternative to the investigation of unusual 
fluctuations.
c. Relationships among data may reasonably be 
expected to exist and continue in the absence of 
known conditions to the contrary.
d. These procedures can not replace tests of 
balances and transactions.
26. Which of the following procedures is usually includ­
ed in a review engagement of a nonpublic entity?
a. The confirmation of accounts receivable.
b. A study and evaluation of internal accounting 
control.
c. An inquiry concerning subsequent events.
d. The observation of physical inventory counts.
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27. Which of the following statements with respect to 
the auditor’s required communication of a material 
weakness in internal accounting control is correct?
a. A weakness discovered should be compliance 
tested by the auditor before being com­
municated to the client.
b. Suggested corrective action for management’s 
consideration with respect to a weakness need 
not be communicated to the client.
c. A weakness previously communicated during 
prior years’ audits that has not been corrected 
need not be communicated again.
d. The communication of a weakness for which 
management believes corrective action is not 
practicable should be included in a separate 
paragraph of the auditor’s report.
28. The auditor’s analytical review will be facilitated if 
the client
a. Uses a standard cost system that produces 
variance reports.
b. Segregates obsolete inventory before the 
physical inventory count.
c. Corrects material weaknesses in internal 
accounting control before the beginning of 
the audit.
d . Reduces inventory balances to the lower of cost 
or market.
29. Which of the following audit procedures would pro­
vide the least reliable evidence that the client has legal title 
to inventories?
a. Confirmation of inventories at locations outside 
the client’s facilities.
b. Analytical review of inventory balances com­
pared to purchasing and sales activities.
c. Observation of physical inventory counts.
d. Examination of paid vendors’ invoices.
30. An aged trial balance of accounts receivable is usually 
used by the auditor to
a. Verify the validity of recorded receivables.
b . Ensure that all accounts are promptly credited.
c. Evaluate the results of compliance tests.
d. Evaluate the provision for bad debt expense.
31. When an auditor is unable to inspect and count a 
client’s investment securities until after the balance-sheet 
date, the bank where the securities are held in a safe deposit 
box should be asked to
a. Verify any differences between the contents of 
the box and the balances in the client’s subsidiary 
ledger.
b. Provide a list of securities added and removed 
from the box between the balance-sheet date and 
the security-count date.
c. Confirm that there has been no access to the 
box between the balance-sheet date and the 
security-count date.
d. Count the securities in the box so the auditor 
will have an independent direct verification.
32. Hall accepted an engagement to audit the 1985 
financial statements of XYZ Company. XYZ completed 
the preparation of the 1985 financial statements on 
February 13, 1986, and Hall began the field work on 
February 17, 1986. Hall completed the field work on 
March 24, 1986, and completed the report on March 28, 
1986. The client’s representation letter normally would 
be dated
a. February 13, 1986.
b. February 17, 1986.
c. March 24, 1986.
d. March 28, 1986.
33. The concept of materiality would be least important 
to an auditor when considering the
a . Decision whether to use positive or negative con­
firmations of accounts receivable.
b. Adequacy of disclosure of a client’s illegal act.
c . Discovery of weaknesses in a client’s internal ac­
counting control.
d. Effects of a direct financial interest in the 
client upon the CPA’s independence.
34. The auditor’s primary means of obtaining corrobora­
tion of management’s information concerning litigation 
is a
a. Letter of audit inquiry to the client’s lawyer.
b. Letter of corroboration from the auditor’s 
lawyer upon review of the legal documentation.
c. Confirmation of claims and assessments from 
the other parties to the litigation.
d. Confirmation of claims and assessments from 
an officer of the court presiding over the 
litigation.
35. The least likely use by the auditor of generalized audit 
software is to
a. Perform analytical review on the client’s data.
b. Access the information stored on the client’s 
EDP files.
c. Identify weaknesses in the client’s EDP controls.
d . Test the accuracy of the client’s computations.
36. Processing simulated file data provides the auditor 
with information about the reliability of controls from 
evidence that exists in simulated files. One of the tech­
niques involved in this approach makes use of
a. Controlled reprocessing.
b. Program code checking.
c. Printout reviews.
d. Integrated test facility.
37. Which of the following sampling plans would be 
designed to estimate a numerical measurement of a popula­
tion, such as a dollar value?
a. Discovery sampling.
b. Numerical sampling.
c. Sampling for variables.
d. Sampling for attributes.
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38. An auditor would be most likely to identify a con­
tingent liability by obtaining a(an)
a. Related party transaction confirmation.
b. Accounts payable confirmation.
c. Transfer agent confirmation.
d. Standard bank confirmation.
39. Which of the following might be detected by an 
auditor’s review of the client’s sales cut-off?
a. Excessive goods returned for credit.
b. Unrecorded sales discounts.
c. Lapping of year-end accounts receivable.
d. Inflated sales for the year.
40. An auditor issued an audit report that was dual dated 
for a subsequent event occurring after the completion of 
field work but before issuance of the auditor’s report. The 
auditor’s responsibility for events occurring subsequent 
to the completion of field work was
a. Limited to the specific event referenced.
b . Limited to include only events occurring before 
the date of the last subsequent event referenced.
c. Extended to subsequent events occurring 
through the date of issuance of the report.
d. Extended to include all events occurring since 
the completion of field work.
41. After issuing a report an auditor concludes that an 
auditing procedure considered necessary at the time of the 
examination was omitted from the examination. The 
auditor should first
a. Undertake to apply the omitted procedure or 
alternative procedures that would provide a 
satisfactory basis for the auditor’s opinion.
b . Assess the importance of the omitted procedure 
to the auditor’s ability to support the opinion 
expressed on the financial statements taken as 
a whole.
c. Notify the audit committee or the board of direc­
tor’s that the auditor’s opinion can no longer 
be relied upon.
d . Review the results of other procedures that were 
applied to compensate for the one omitted or 
to make its omission less important.
42. Before performing a compilation of the financial 
statements of a nonpublic entity, an accountant should
a. Perform a thorough study and evaluation of the 
internal accounting control system.
b. Complete a series of inquiries concerning the 
entity’s procedures for recording, classifying, 
and summarizing transactions.
c. Design working papers intended to provide suf­
ficient competent evidential matter to afford a 
reasonable basis for a compilation opinion.
d . Obtain an understanding of the accounting prin­
ciples and practices of the industry in which the 
entity operates.
43. Confirmation is most likely to be a relevant form 
of evidence with regard to assertions about accounts 
receivable when the auditor has concerns about the 
receivables’
a. Valuation.
b. Classification.
c. Existence.
d. Completeness.
44. Auditors who prefer statistical sampling to non- 
statistical sampling may do so because statistical sampling 
helps the auditor
a. Measure the sufficiency of the evidential matter 
obtained.
b. Eliminate subjectivity in the evaluation of 
sampling results.
c. Reduce the level of tolerable error to a relative­
ly low amount.
d. Minimize the failure to detect a material 
misstatement due to nonsampling risk.
45. Management of Blue Company has decided not to 
account for a material transaction in accordance with the 
provisions of an FASB Standard. In setting forth its 
reasons in a note to the financial statements, management 
has clearly demonstrated that due to unusual cir­
cumstances the financial statements presented in accord­
ance with the FASB Standard would be misleading. The 
auditor’s report should include an explanatory separate 
paragraph and contain a(an)
a. Adverse opinion.
b. Unqualified opinion.
c. “ Except for’’ qualified opinion.
d. “ Subject to ’’ qualified opinion.
46. The auditor should consider expressing a “ subject 
to’’ qualified opinion when
a. The auditor is prevented from completing a pro­
cedure required by generally accepted auditing 
standards.
b. The financial statements fail to disclose infor­
mation required by generally accepted account­
ing principles.
c. The auditor decides to make reference to the 
report of another auditor.
d. A question arises about the entity’s continued 
existence.
47. The third standard of field work states that suffi­
cient competent evidential matter may, in part, be obtained 
through inspection, observation, inquiries, and confirma­
tions to afford a reasonable basis for an opinion regard­
ing the financial statements under examination. The 
evidential matter required by this standard may, in part, 
be obtained through
a. Analytical review procedures.
b. Auditor working papers.
c. Review of the system of internal accounting 
control.
d. Proper planning of the audit engagement.
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48. When the financial statements contain a departure 
from generally accepted accounting principles, the effect 
of which is material, the auditor should
a . Qualify the opinion and explain the effect of the 
departure from generally accepted accounting 
principles in a separate paragraph.
b . Qualify the opinion and describe the departure 
from generally accepted accounting principles 
within the opinion paragraph.
c. Disclaim an opinion and explain the effect of 
the departure from generally accepted account­
ing principles in a separate paragraph.
d . Disclaim an opinion and describe the departure 
from generally accepted accounting principles 
within the opinion paragraph.
49. Which of the following should be included in an 
accountant’s standard report based upon the review of 
a nonpublic entity’s financial statements?
a. A statement that the review was performed in 
accordance with generally accepted review 
standards.
b. A statement that a review consists principally 
of inquiries and analytical procedures.
c . A statement that the accountant is independent 
with respect to the entity.
d . A statement that a review is substantially greater 
in scope than a compilation.
50. Which of the following should not be included 
in an accountant’s standard report based upon the com­
pilation of an entity’s financial statements?
a. A statement that a compilation is limited to 
presenting in the form of financial statements 
information that is the representation of 
management.
b . A statement that the compilation was perform­
ed in accordance with standards established by 
the American Institute of CPAs.
c . A statement that the accountant has not audited 
or reviewed the financial statements.
d . A statement that the accountant does not express 
an opinion but expresses only limited assurance 
on the financial statements.
51. Under which of the following circumstances would 
a disclaimer of opinion not be appropriate?
a . The financial statements fail to contain adequate 
disclosure concerning related party transactions.
b. The client refuses to permit its attorney to 
furnish information requested in a letter of audit 
inquiry.
c. The auditor is engaged after fiscal year-end and 
is unable to observe physical inventories or apply 
alternative procedures to verify their balances.
d . The auditor is unable to determine the amounts 
associated with illegal acts committed by the 
client’s management.
52. If an accountant concludes that unaudited financial 
statements on which the accountant is disclaiming an 
opinion also lack adequate disclosure, the accountant 
should suggest appropriate revision. If the client does not 
accept the accountant’s suggestion, the accountant should
a . Issue an adverse opinion and describe the appro­
priate revision in the report.
b . Make reference to the appropriate revision and 
issue a modified report expressing limited 
assurance.
c. Describe the appropriate revision to the finan­
cial statements in the accountant’s disclaimer of 
opinion.
d. Accept the client’s inaction because the state­
ments are unaudited and the accountant has 
disclaimed an opinion.
53. When reporting on comparative financial statements 
where the financial statements of the prior year have been 
examined by a predecessor auditor whose report is not 
presented, the successor auditor should make
a. No reference to the predecessor auditor.
b . Reference to the predecessor auditor only if the 
predecessor auditor expressed a qualified 
opinion.
c . Reference to the predecessor auditor only if the 
predecessor auditor expressed an unqualified 
opinion.
d . Reference to the predecessor auditor regardless 
of the type of opinion expressed by the 
predecessor auditor.
54. When reporting on comparative financial state­
ments, which of the following circumstances ordinarily 
should cause the auditor to change the previously issued 
opinion on the prior year’s financial statements?
a. A change in accounting principle caused a 
consistency exception in the current year’s 
auditor’s report.
b . The prior year opinion was unqualified and the 
current year opinion was qualified due to a scope 
limitation.
c. A major uncertainty that caused a qualified 
opinion on the prior year’s financial statements 
was resolved during the current year.
d. The financial statements of the prior year are 
restated following a pooling of interests in the 
current year.
55. When an auditor reissues in 1986 the auditor’s report 
on the 1983 financial statements at the request of the client 
without revising the 1983 wording, the auditor should
a. Use the date of the original report.
b. Use the date of the client’s request.
c. Use the date of the current period report.
d. Dual date the report.
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56. In which of the following circumstances would an 
auditor be most likely to express an adverse opinion?
a. The statements are not in conformity with the 
FASB Statements regarding the capitalization 
of leases.
b. Information comes to the auditor’s attention 
that raises substantial doubt about the entity’s 
ability to continue in existence.
c. The chief executive officer refuses the auditor 
access to minutes of board of directors’ 
meetings.
d. Compliance tests show that the entity’s system 
of internal accounting control is so poor that 
it can not be relied upon.
57. The objective of a review of interim financial infor­
mation is to provide the accountant with a basis for 
reporting whether
a. A reasonable basis exists for expressing an up­
dated opinion regarding the financial statements 
that were previously audited.
b. Material modifications should be made to 
conform with generally accepted accounting 
principles.
c . The financial statements are presented fairly in 
accordance with standards of interim reporting.
d . The financial statements are presented fairly in 
accordance with generally accepted accounting 
principles.
60. Comfort letters are ordinarily signed by the
a. Client.
b. Client’s lawyer.
c. Independent auditor.
d. Internal auditor.
Number 2 (Estimated tim e----- 15 to 25 minutes)
Audit risk and materiality should be considered when 
planning and performing an examination of financial 
statements in accordance with generally accepted auditing 
standards. Audit risk and materiality should also be con­
sidered together in determining the nature, timing, and 
extent of auditing procedures and in evaluating the results 
of those procedures.
Required:
a. 1. Define audit risk.
2. Describe its components of inherent risk, 
control risk, and detection risk.
3. Explain how these components are 
interrelated.
b. 1. Define materiality.
2. Discuss the factors affecting its 
determination.
3. Describe the relationship between materiality 
for planning purposes and materiality for 
evaluation purposes.
58. An auditor’s report would be designated as a special 
report when it is issued in connection with financial 
statements that are
a. For an interim period and are subjected to a 
limited review.
b. Unaudited and are prepared from a client’s 
accounting records.
c. Prepared in accordance with a comprehensive 
basis of accounting other than generally ac­
cepted accounting principles.
d. Purported to be in accordance with generally 
accepted accounting principles but do not in­
clude a presentation of the statement of changes 
in financial position.
59. If a publicly held entity declines to include in its finan­
cial report supplementary information required by the 
FASB, the auditor should issue
a. An unqualified opinion with a separate ex­
planatory paragraph.
b. Either a disclaimer of opinion or an adverse 
opinion.
c. Either an “ except for’’ qualified opinion or a 
disclaimer of opinion.
d. Either an adverse opinion or an “ except for’’ 
qualified opinion.
Number 3 (Estimated tim e----- 15 to 25 minutes)
The overall purpose of the auditor’s review of the in­
ternal accounting control system is to obtain sufficient 
knowledge and understanding about the accounting 
system and the internal accounting control system to: (a) 
make a determination of whether there are internal ac­
counting control procedures that may provide a basis for 
reliance thereon in determining the nature, extent, and tim­
ing of substantive tests; or (b) aid the auditor in designing 
substantive tests in the absence of such reliance.
Required:
a. 1. What knowledge should the auditor obtain 
from the preliminary phase of the review of the internal 
accounting control system?
2. How does the auditor obtain this knowledge?
b . Upon completion of the preliminary phase what 
possible conclusions may the auditor reach and how would 
each affect the auditor’s substantive tests?
c. What is the appropriate extent of the auditor’s 
documentation of the review of internal accounting con­
trol? Do not describe documentation of compliance 
testing.
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Number 4 (Estimated tim e---- - 15 to 25 minutes)
Ajax Inc., an audit client, recently installed a new 
EDP system to process more efficiently the shipping, bill­
ing, and accounts receivable records. During interim work, 
an assistant completed the review of the account­
ing system and the internal accounting controls. The assis­
tant determined the following information concerning the 
new EDP system and the processing and control of ship­
ping notices and customer invoices.
Each major computerized function, i.e., shipping, 
billing, accounts receivable, etc., is permanently assigned 
to a specific computer operator who is responsible for 
making program changes, running the program, and 
reconciling the computer log. Responsibility for the 
custody and control over the magnetic tapes and system 
documentation is randomly rotated among the computer 
operators on a monthly basis to prevent any one person 
from having access to the tapes and documentation at all 
times. Each computer programmer and computer operator 
has access to the computer room via a magnetic card and 
a digital code that is different for each card. The systems 
analyst and the supervisor of the computer operators do 
not have access to the computer room.
The EDP system documentation consists of the 
following items: program listing, error listing, logs, and 
record layout. To increase efficiency, batch totals and pro­
cessing controls are omitted from the system.
Ajax ships its products directly from two warehouses 
which forward shipping notices to general accounting. 
There, the billing clerk enters the price of the item and 
accounts for the numerical sequence of the shipping 
notices. The billing clerk also prepares daily adding 
machine tapes of the units shipped and the sales amounts. 
Shipping notices and adding machine tapes are forward­
ed to the computer department for processing. The com­
puter output consists of:
Number 5 (Estimated tim e----- 15 to 25 minutes)
On September 30, 1985, White & Co., CPAs, was 
engaged to audit the consolidated financial statements of 
National Motors, Inc. for the year ended December 31, 
1985. The consolidated financial statements of National 
had not been audited the prior year. National’s inadequate 
inventory records precluded White from forming an opin­
ion as to the proper or consistent application of generally 
accepted accounting principles to inventory balances on 
January 1 , 1985. Therefore, White decided not to express 
an opinion on the results of operations for the year ended 
December 3 1 , 1985. National elected not to present com­
parative financial statements.
Rapid Parts Company, a consolidated subsidiary of 
National, was audited for the year ended December 31, 
1985, by Green & Co., CPAs. Green completed its field 
work on February 2 8 , 1986, and submitted an unqualified 
opinion on Rapid’s financial statements on March 7 ,  1986. 
Rapid’s statements reflect total assets and revenues con­
stituting 22% and 25%, respectively, of the consolidated 
totals of National. White decided not to assume respon­
sibility for the work of Green. Green’s report on Rapid 
does not accompany National’s consolidated statements.
White completed its field work on March 28, 1986, 
and submitted its auditor’s report to National on April 
4, 1986.
Required:
Prepare White and Company’s auditor’s report on 
the consolidated financial statements of National Motors, 
Inc.
• A three-copy invoice that is forwarded to the bill­
ing clerk, and
• A daily sales register showing the aggregate totals 
of units shipped and sales amounts that the computer 
operator compares to the adding machine tapes.
The billing clerk mails two copies of each invoice to 
the customer and retains the third copy in an open invoice 
file that serves as a detail accounts receivable record.
Required:
Describe one specific recommendation for correcting 
each weakness in internal accounting controls in the new 
EDP system and for correcting each weakness or ineffi­
ciency in the procedures for processing and controlling 
shipping notices and customer invoices.
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EXAMINATION IN BUSINESS LAW
(Commercial Law)
November 7, 1986; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ..........................
No. 2 ..........................
No. 3 ..........................
No. 4 ..........................
No. 5 ..........................
Point Estimated Minutes
Value Minimum Maximum
60 n o 130
10 15 20
10 15 20
10 15 20
10 15 20
100 170 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Number 1 (Estimated tim e----- 110 to 130 minutes)
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the ap­
propriate circle on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on the total 
number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The text of the letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 steel 
pipe at today’s quoted price for delivery two 
months from today. Your acceptance must be 
received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99.  
Items to be Answered
1. Starr Corp. approved a plan of merger with Silo 
Corp. One of the determining factors in approving the 
merger was the strong financial statements of Silo which 
were audited by Cox & Co., CPAs. Starr had engaged Cox 
to audit Silo’s financial statements. While performing the 
audit, Cox failed to discover certain irregularities which 
have subsequently caused Starr to suffer substantial losses. 
In order for Cox to be liable under common law, Starr 
at a minimum must prove that Cox
a. Acted recklessly or with a lack of reasonable 
grounds for belief.
b. Knew of the irregularities.
c. Failed to exercise due care.
d. Was grossly negligent.
2. In which of the following statements concerning a 
CPA firm’s action is scienter or its equivalent absent?
a. Actual knowledge of fraud.
b. Performance of substandard auditing pro­
cedures.
c. Reckless disregard for the truth.
d. Intent to gain monetarily by concealing fraud.
3. If a stockholder sues a CPA for common law fraud 
based upon false statements contained in the financial 
statements audited by the CPA, which of the following 
is the CPA’s best defense?
a. The CPA did not financially benefit from the 
alleged fraud.
b. The contributory negligence of the client.
c. The stockholder lacks privity to sue.
d. The false statements were immaterial.
4. Ritz Corp. wished to acquire the stock of Stale, Inc. 
In conjunction with its plan of acquisition Ritz hired Fein, 
CPA, to audit the financial statements of Stale. Based on 
the audited financial statements and Fein’s unqualified 
opinion, Ritz acquired Stale. Within six months, it was 
discovered that the inventory of Stale had been overstated 
by $500,000. Ritz commenced an action against Fein. Ritz 
believes that Fein failed to exercise the knowledge, skill, 
and judgment commonly possessed by CPAs in the 
locality, but is not able to prove that Fein either inten­
tionally deceived it or showed a reckless disregard for the 
truth. Ritz also is unable to prove that Fein had any 
knowledge that the inventory was overstated. Which of 
the following two causes of action would provide Ritz with 
proper bases upon which Ritz would most likely prevail?
a. Negligence and breach of contract.
b. Negligence and gross negligence.
c. Negligence and fraud.
d. Gross negligence and breach of contract.
5. In a common law action against an accountant, the 
lack of privity is a viable defense if the plaintiff
a. Is a creditor of the client who sues the accoun­
tant for negligence.
b. Can prove the presence of gross negligence 
which amounts to a reckless disregard for the 
truth.
c. Is the accountant’s client.
d. Bases his action upon fraud.
6. Sharp & Co., CPAs, was engaged by Radar Corp. 
to audit its financial statements. Sharp issued an un­
qualified opinion on Radar’s financial statements. Radar 
has been accused of making negligent misrepresentations 
in the financial statements which Wisk relied upon when 
purchasing Radar stock. Sharp was not aware of the mis­
representations nor was it negligent in performing the 
audit. If Wisk sues Sharp for damages based upon Sec­
tion 10(b) and Rule 10b-5 of the Securities Exchange Act 
of 1934, Sharp will
a. Lose, since the statements contained negligent 
misrepresentations.
b. Lose, since Wisk relied upon the financial 
statements.
c. Prevail, since some element of scienter must b e
proved.  
d. Prevail, since Wisk was not in privity of con­
tract with Sharp.
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7. On July 1 ,  1986, Kent purchased common stock of 
Salem Corp. in an offering subject to the Securities Act 
of 1933. Mane & Co., CPAs, rendered an unqualified 
opinion on the financial statements of Salem which were 
included in Salem’s registration statement filed with the 
SEC on March 1, 1986. Kent has commenced an action 
against Mane based on the Securities Act of 1933 provi­
sions dealing with omissions of facts required to be stated 
in the registration statement. Which of the following 
elements of a cause of action under the Securities Act of 
1933 must be proved by Kent?
a. Kent relied upon Mane’s opinion.
b. Kent was the initial purchaser of the stock and 
gave value for it.
c. Mane’s omission was material.
d. Mane acted negligently or fraudulently.
8. Lee, CPA, prepared Sly’s 1985 federal income tax 
return. Sly gave Lee a list of purported 1985 contributions 
to various recognized charities, totaling $18,000. In fact, 
Sly had actually contributed only $2,000 to charities dur­
ing 1985. Based on Sly’s list, Lee deducted $18,000 for 
contributions in Sly’s 1985 return, resulting in a tax 
understatement of about $8,000. Sly’s total tax liability 
shown on the return was $65,000. Lee had no reason to 
doubt the accuracy of Sly’s figures, although Lee did not 
request supporting documentation. In connection with 
Lee’s preparation of Sly’s 1985 return, Lee is subject to
a. An automatic IRS penalty of $100.
b. An automatic IRS penalty of $500.
c. A 5% negligence penalty.
d. No IRS penalty.
9. In general, which of the following statements is 
correct with respect to ownership, possession, or access 
to workpapers prepared by a CPA firm in connection with 
an audit?
a. The workpapers may be obtained by third 
parties where they appear to be relevant to issues 
raised in litigation.
b. The workpapers are subject to the privileged 
communication rule which, in a majority of 
jurisdictions, prevents third-party access to the 
workpapers.
c. The workpapers are the property of the client 
after the client pays the fee.
d. The workpapers must be retained by the CPA 
firm for a period of ten years.
10. The accountant-client privilege is recognized
a. Only if the action involved is in federal court.
b . Where a state statute has been enacted creating 
such a privilege.
c . By virtue of the common law in the majority of 
states.
d . In the majority of states as a result of legislative 
enactment and court adoption.
11. Which of the following requires consideration in 
order to be binding on the parties?
a . A written promise signed by a merchant to keep 
an offer to sell goods open for 10 days.
b. Material modification of a sale of goods con­
tract under the UCC,
c. Ratification of a contract by a person after 
reaching the age of majority.
d. Material modification of a contract involving 
the sale of real estate.
12. Stable Corp. offered in a signed writing to sell Mix 
an office building for $350,000. The offer, which was sent 
by Stable on April 1, indicated that it would remain open 
until July 9. On July 5, Mix mailed a letter rejecting 
Stable’s offer. On July 6, Mix sent a telegram to Stable 
accepting the original offer. The letter of rejection was 
received by Stable on July 8 and the telegram of accep­
tance was received by Stable on July 7. Which of the 
following is correct?
a. Mix’s telegram resulted in the formation of a 
valid contract.
b. Mix’s letter of July 5 terminated Stable’s offer 
when mailed.
c. Stable was not entitled to withdraw its offer until 
after July 9.
d. Although Stable’s offer on April 1 was a firm 
offer under the UCC it will only remain open 
for three months.
13. Meed entered into a written agreement to sell a parcel 
of land to Beel for $80,000. At the time the agreement 
was executed, Meed had consumed a large amount of 
alcoholic beverages which significantly impaired Meed’s 
ability to understand the nature and terms of the contract. 
Beel knew Meed was very intoxicated and that the land 
had been appraised at $125,000. Meed wishes to avoid the 
contract. The contract is
a. Void.
b. Legally binding on both parties in the absence 
of fraud or undue influence.
c. Voidable at Meed’s option.
d . Voidable at Meed’s option only if the intoxica­
tion was involuntary.
14. Samm, a plumber, entered into a contract for $75,000 
with Orr, Inc., to perform certain plumbing services in 
a building owned by Orr. After Samm had satisfactorily 
performed the work, Orr discovered that Samm had 
violated the state licensing statute by failing to obtain a 
plumbing license. The licensing statute was enacted merely 
to raise revenue for the state. An independent appraisal 
of Samm’s work indicated that the building’s fair market 
value increased by $70,000 as a result of Samm’s work. 
The cost of the materials which Samm supplied was 
$35,000. If Samm sues Orr, Samm will be entitled to 
recover
a. $0
b. $35,000
c. $70,000
d. $75,000
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15. Kraft Corp. published circulars containing price 
quotes and a description of products which it would like 
to sell. Rice, a prospective customer, demands the right 
to purchase one of the products at the quoted price. Which 
of the following statements is correct under general con­
tract law?
a . Kraft must sell the product which Rice demands 
at the quoted price.
b. Rice has accepted Kraft’s firm offer to sell.
c. Kraft has made an offer.
d. Rice has made an offer.
16. Stahl Corp. entered into a written contract to 
purchase a warehouse from Mehl for $85,000. Thereafter, 
Mehl received an offer from another purchaser to buy the 
warehouse for $95,000. As a result, Mehl has refused to 
transfer the warehouse to Stahl. Stahl has commenced an 
action for specific performance. Mehl has raised the statute 
of frauds as a defense. In order for Stahl to successfully 
prevail on the statute of frauds issue, it must be shown 
among other requirements that the contract was signed by
a. Mehl.
b. Stahl.
c. Mehl and Stahl at the same time.
d. Mehl and Stahl with proper notarizations 
affixed to the contract.
17. Sklar, CPA, purchased from Wiz Corp. two com­
puters. Sklar discovered material defects in the computers 
10 months after taking delivery. Three years after discover­
ing the defects, Sklar commenced an action for breach 
of warranty against Wiz. Wiz has raised the statute of 
limitations as a defense. The original contract between Wiz 
and Sklar contained a conspicuous clause providing that 
the statute of limitations for breach of warranty actions 
would be limited to 18 months. Under the circumstances, 
Sklar will
a . Win because the action was commenced within 
the four-year period as measured from the date 
of delivery.
b . Win because the action was commenced within 
the four-year period as measured from the time 
he discovered the breach or should have 
discovered the breach.
c. Lose because the clause providing that the 
statute of limitations would be limited to 18 
months is enforceable.
d. Lose because the statute of limitations is three 
years from the date of delivery with respect to 
written contracts.
18. Price signed a contract to sell Wyatt a parcel of land 
for $90,000. The entire sales price was payable at the clos­
ing. Price has decided to keep the land. If Wyatt com­
mences an action against Price, what relief is Wyatt most 
likely to receive?
a. Specific performance.
b. Compensatory damages and specific per­
formance.
c. Punitive damages.
d . Compensatory damages and punitive damages.
Items 19 through 21 are based on the following 
information:
Bob Meyer sold a parcel of land to Sam Stein for 
$85,000. Meyer agreed to accept as payment Stein’s prom­
issory note in the amount of $60,000 and cash of $25,000. 
During the course of negotiations Stein misrepresented 
his financial condition. Furthermore, at the closing Stein 
made improper threats to Meyer when Meyer indicated 
he did not want to go through with the deal. As a result 
of the threats, Meyer did execute and deliver a deed to 
the land. Meyer wishes to rescind the contract and has com­
menced an action based upon common law fraud, duress, 
and innocent misrepresentation. Meyer’s complaint con­
tains the following allegations:
I. Stein materially misrepresented his financial 
condition.
II. Stein had actual or constructive knowledge that the 
representations made during the negotiations were 
false.
III. Meyer entered into the contract because of Stein’s 
improper threats.
IV. Meyer justifiably relied upon Stein’s false represen­
tations made during the negotiations.
V. Meyer suffered physical harm as a result of the im­
proper threats.
19. Which statements contained in Meyer’s complaint 
are necessary to establish the action for common law 
fraud?
a. I and II only.
b. I and IV only.
c. II and IV only.
d. I, II, and IV.
20. Which statement(s) contained in Meyer’s complaint 
would be necessary to establish the action for duress?
a. III only.
b. III and IV.
c. III and V.
d. V only.
21. Which statement(s) contained in Meyer’s complaint 
would be necessary to establish the action for innocent 
misrepresentation ?
a. I and II only.
b. I, II, and IV.
c. I and IV only.
d. IV only.
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22. Reese and Wax signed a contract whereby Wax was 
to purchase 5,000 pens from Reese at 12¢ per pen. Subse­
quently, Wax in good faith requested that the price of the 
pens be reduced to 9¢ per pen. Reese orally agreed to 
reduce the price to 9¢. Under the circumstances, the oral 
agreement is
a. Unenforceable due to the statute of frauds and 
proof of it will be inadmissible into evidence.
b . Enforceable but proof of it will be inadmissible 
into evidence.
c. Unenforceable since Wax failed to give con­
sideration but proof of it will be otherwise ad­
missible into evidence.
d . Enforceable and proof of it will be admissible 
into evidence.
23. Miser Corp. owned a factory which was encumbered 
by a mortgage securing Miser’s note to City Bank. Miser 
sold the factory to Sting, Inc. which assumed the mort­
gage note. Subsequently, Sting defaulted on the note which 
had an outstanding balance of $15,000. In order to recover 
the outstanding balance, City
a. Must sue Sting and Miser.
b. Must sue Sting first and then proceed against 
Miser for any deficiency.
c. May sue Sting or Miser.
d. May sue Sting only after suing Miser.
24. Quick Corp. mailed a letter to Blue Co. on May 1, 
1986, offering a three-year franchise dealership. The 
offer stated the terms in detail and at the bottom stated 
that the offer would not be withdrawn prior to June 5, 
1986. Which of the following is correct?
a. The offer can not be assigned to another party 
by Blue if Blue chooses not to accept.
b . A letter of acceptance from Blue to Quick sent 
on June 5, 1986, and which was received by 
Quick on June 6, 1986, does not create a valid 
contract.
c . The offer is an irrevocable option which can not 
be withdrawn prior to June 5, 1986.
d. The statute of frauds does not apply to the 
proposed contract.
25. Meek & Co., CPAs, was engaged by Reed, the presi­
dent of Sulk Corp, to issue by June 15, 1986, an opinion 
on Sulk’s financial statements for the fiscal year ended 
March 31 , 1986. Meek’s engagement and its fee of $20,000 
were approved by Sulk’s board of directors. Meek did not 
issue its opinion until June 30 because of Sulk’s failure 
to supply Meek with the necessary information to com­
plete the audit. Sulk refuses to pay Meek. If Meek sues 
Sulk, Meek will
a. Prevail based on the contract.
b. Prevail based on quasi contract.
c. Lose, since it breached the contract.
d. Lose, since the June 15 deadline was a condi­
tion precedent to Sulk’s performance.
26. Which of the following defenses will release a 
surety from liability?
a. Release of the principal debtor’s obligation by 
the creditor without the surety’s consent but with 
the creditor’s reservation of its rights against the 
surety.
b. Modification by the principal debtor and 
creditor of their contract without the surety’s 
consent which materially increases the surety’s 
risk of loss.
c . Discharge of the principal debtor in bankruptcy.
d. Insanity of the principal debtor at the time the 
contract was entered into with the creditor.
27. West borrowed $180,000 from Safe Bank. At the re­
quest of Safe, West had entered into an agreement with 
Locke, Carr, and Gold to act as co-sureties on the loan. 
The agreement between West and the co-sureties provid­
ed that the maximum liability of each co-surety was: Locke 
$36,000, Carr $54,000, and Gold $90,000. After making 
several payments. West defaulted on the loan. The balance 
was $120,000. If Gold pays $90,000 and West subsequently 
pays $30,000, what amount may Gold recover from Locke 
and Carr?
a. $18,000 from Locke and $27,000 from Carr.
b. $24,000 from Locke and $36,000 from Carr.
c. $30,000 from Locke and $30,000 from Carr.
d. $0 from Locke and $0 from Carr.
28. Queen paid Pax & Co. to become the surety on a 
loan which Queen obtained from Squire. The loan is due 
and Pax wishes to compel Queen to pay Squire. Pax has 
not made any payments to Squire in its capacity as Queen’s 
surety. Pax will be most successful if it exercises its right to
a. Reimbursement (Indemnification).
b. Contribution.
c. Exoneration.
d. Subrogation.
29. Bill Barr filed a voluntary petition in bankruptcy. 
Barr will be denied a discharge in bankruptcy if he
a. Fraudulently filed a federal income tax return 
two years prior to filing the petition.
b. Obtained a loan by using financial statements 
which he knew were false.
c. Negligently made preferential transfers to 
certain creditors within 90 days of filing the 
petition.
d. Unjustifiably failed to preserve his books and 
records which could have been used to ascertain 
his financial condition.
30. Which of the following is a security which is exempt 
from the registration requirements of the Securities Act 
of 1933?
a. Warrants to purchase preferred stock.
b . Convertible, subordinated debentures issued by 
a manufacturing company.
c. Common stock with a par value of less than
$ 1.00.
d. Bonds issued by a charitable foundation.
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31. Under the Securities Act of 1933, the registration of 
securities which are offered to the public in interstate com­
merce is
a. Directed toward preventing the marketing of 
securities which pose serious financial risks to 
the prospective investor.
b . Not required unless the issuer is a corporation.
c . Mandatory unless the cost to the issuer is “pro­
hibitive” as defined in the SEC regulations.
d. Required unless there is an applicable 
exemption.
35. The Securities Exchange Act of 1934
a. Applies exclusively to issuers whose securities 
are listed on an organized stock exchange.
b. Has no application to issuers who are not 
required to register.
c. Imposes additional requirements on those 
issuers who must register and report.
d . Requires registration and reporting by all issuers 
with $2 million or more of assets or which have
1,000 or more shareholders.
32. Donn & Co. is considering the sale of $11 million 
of its common stock to the public in interstate commerce. 
In this connection, Donn has been correctly advised that 
registration of the securities with the SEC is
a. Not required if the states in which the securities 
are to be sold have securities acts modeled after 
the federal act and Donn files in those states.
b . Required in that it is necessary for the SEC to 
approve the merits of the securities offered.
c. Not required if the securities are to be sold 
through a registered brokerage firm.
d. Required and must include audited financial 
statements as an integral part of its registration.
36. Which of the following facts will result in an offer­
ing of securities being exempt from registration under the 
Securities Act of 1933?
a. The securities are non-voting preferred stock.
b. The sale or offer to sell the securities is made 
by a person other than an issuer, underwriter 
or dealer.
c . The securities are AAA-rated debentures which 
are collateralized by first mortgages on property 
which has a value o f  200% of the offering price.
d. The issuing corporation was closely held prior 
to the offering.
33. Tulip Corp. is a registered and reporting corpora­
tion under the Securities Exchange Act of 1934. As such it
a. Can offer and sell its securities to the public 
without the necessity of registering its securities 
pursuant to the Securities Act of 1933.
b. Can not make a tender offer for the equity 
securities of another registered and reporting 
corporation without the consent of the SEC.
c. Must file annual reports (Form 10-K) with the 
SEC.
d. Must distribute a copy of the annual report 
(Form 10-K) to each of its shareholders.
37. Which of the following is correct with respect to the 
Federal Unemployment Tax Act?
a. Employees who earn less than $7,000 are exempt 
from coverage.
b. Payment of the tax is shared equally by the 
employer and the employee.
c. A credit is generally available for contributions 
made by the employer to state unemployment 
funds.
d. Benefits to an employee can not exceed the 
amount contributed to his account.
34. One of the clients of Sherman & Pryor, CPAs, plans 
to form a limited partnership and offer to the public in 
interstate commerce 2,000 limited partnership units at 
$5,000 per unit. Which of the following is correct?
a. The dollar amount in question is sufficiently 
small so as to provide an absolute exemption 
from the Securities Act of 1933.
b. The Securities Act of 1933 requires a registra­
tion despite the fact that the client is not selling 
stock and the purchasers have limited liability.
c. Under the Securities Act of 1933, Sherman & 
Pryor has no responsibility for financial 
statements since the limited partnership is a new 
entity.
d. Sherman & Pryor may disclaim any liability 
under the federal securities acts by an unam­
biguous, bold-faced disclaimer of liability on its 
audit report.
38. While in the course of employment with Marco, Inc., 
Payne was injured. Marco has complied with the state’s 
mandatory workers’ compensation statute. Marco’s 
workers’ compensation carrier has asserted the following 
defenses to Payne’s claim for workers’ compensation 
benefits:
I. Marco was free from any wrongdoing.
II. Payne assumed the risk by disregarding Marco’s 
safety procedures.
III. Payne’s injury was intentionally self-inflicted.
Which defense(s) asserted by the workers’ compensation 
carrier, if proven, will prevent Payne from recovering?
a. I only.
b. II only.
c. III only.
d. I or II.
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39. Social security benefits may be obtained by
a. Qualifying individuals who are also receiving 
benefits from a private pension plan.
b. Qualifying individuals or their families only 
upon such individual’s disability or retirement.
c. Children of a deceased worker who was entitled 
to benefits until such children reach age 25 or 
complete their education, whichever occurs first.
d . Only those individuals who have made payments 
while employed.
40. Dart induces Shorr by fraud to make a promissory 
note payable to Dart. Dart negotiates the note for value 
to Best, who was aware of the fraud. Best negotiates the 
note to Case, a holder in due course. Subsequently, Best 
repurchases the note from Case. Which of the following 
statements is correct?
a. Best does not succeed to Case’s rights as a holder 
in due course.
b. Best becomes a holder in due course upon 
taking the note from Dart.
c. Because of the fraud by Dart, the note is 
non-negotiable.
d. Best’s knowledge of Dart’s fraud is immaterial 
in determining Best’s status as a holder in due 
course.
41. Hand executed and delivered to Rex a $1,000 
negotiable note payable to Rex or bearer. Rex then 
negotiated it to Ford and endorsed it on the back by merely 
signing his name. Which of the following is a correct 
statement?
a. Rex’s endorsement was a special endorsement.
b. Rex’s endorsement was necessary to Ford’s 
qualification as a holder.
c. The instrument initially being bearer paper 
can not be converted to order paper.
d. The instrument is bearer paper and Ford can 
convert it to order paper by writing “ pay to the 
order of Ford’’ above Rex’s signature.
42. To the extent that a holder of a negotiable promissory 
note is a holder in due course, he takes the note free from 
which of the following defenses?
a. Minority of the maker where it is a defense to 
enforcement of a contract.
b. Forgery of the maker’s signature.
c. Non-performance of a condition precedent.
d. Discharge of the maker in bankruptcy.
43. Which of the following prevents an instrument from 
being negotiable?
a. An endorsement on the back of the instrument 
which reads: “ Pay Smith only.’’
b. An instrument which is payable after comple­
tion of a contractual obligation which is certain 
to happen but uncertain as to the time of 
occurrence.
c. The fact that it is unclear whether the instrument 
is intended to be a note or a draft.
d. The capacity in which the party signed was 
unclear.
44. Your client has in its possession the following 
instrument:
No. 1625
FAIR FOOD WHOLESALERS, INC.
22 Woodrow Wilson Hayes Lane 
Columbus, Ohio
Jan. 10, 1986
On demand the undersigned promises to pay to 
Bearer $1,200.00
Twelve hundred & ten/100's Dollars
Fair Food Wholesalers, Inc. 
By
James Duff, President
For:
The instrument is
a. A non-negotiable promissory note.
b. Non-negotiable because the instrument is 
incomplete.
c. A negotiable time draft.
d . Negotiable despite the inconsistency between the 
amount in words and the amount in numbers.
45. Which of the following is necessary in order for the 
warranty of merchantability to arise where there has been 
a sale of goods?
I . The seller must be a merchant with respect to goods
of that kind.
II. The warranty must be in writing.
III. The buyer must have relied on the seller’s skill or 
judgment in selecting the goods.
a. I only.
b. I, II, and III.
c. I and III only.
d. II and III only.
46. Kent suffered an injury due to a malfunction of a 
chain saw he had purchased from Grey Hardware. The 
saw was manufactured by Dill Tool Corp. Kent has com­
menced an action against Grey and Dill based upon strict 
liability. Which of the following is a correct statement?
a . Dill will not be liable if it manufactured the saw 
in a nonnegligent manner.
b . Privity will not be a valid defense against Kent’s 
suit.
c. The lawsuit will be dismissed since strict liabili­
ty has not been applied in product liability cases 
in the majority of jurisdictions.
d. Kent’s suit against Grey will be dismissed since 
Grey was not at fault.
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47. Greed Co. telephoned Stieb Co. and ordered 30 
tables at $100 each. Greed agreed to pay 15% immediate­
ly and the balance within thirty days after receipt of the 
entire shipment. Greed forwarded a check for $450 and 
Stieb shipped 15 tables the next day, intending to ship the 
balance by the end of the week. Greed decided that the 
contract was a bad bargain and repudiated it, asserting 
the statute of frauds. Stieb sued Greed. Which of the 
following will allow Stieb to enforce the contract in its 
entirety despite the statute of frauds?
a. Stieb shipped 15 tables.
b. Greed paid 15% down.
c. The contract is not within the requirements of 
the statute of frauds.
d. Greed admitted in court that it made the 
contract in question.
48. Klep burglarized the premises of Apple Sales Co. He 
stole several negotiable warehouse receipts which were 
deliverable to the order of Apple. Klep endorsed Apple’s 
name on the instruments and transferred them to Margo 
Wholesalers, a bona fide purchaser for value. As between 
Apple and Margo,
a. Apple will prevail since the warehouseman must 
be notified before any negotiation is effective.
b . Apple will prevail since the thief’s endorsement 
prevents a due negotiation.
c . Margo will prevail since it has taken a negotiable 
warehouse receipt as a bona fide purchaser for 
value.
d. Margo will prevail since the warehouse receipt 
was converted to a bearer instrument by Klep’s 
endorsement.
49. Under the UCC, which of the following is correct 
regarding the disposition of collateral by a secured 
creditor after the debtor’s default?
a. It is improper for the secured creditor to pur­
chase the collateral at a public sale.
b. The collateral must be disposed of at a public 
sale.
c. A good faith purchaser for value and without 
knowledge of any defects in the sale takes free 
of any subordinate liens or security interests.
d. Secured creditors with subordinate claims re­
tain the right to redeem the collateral after the 
disposition of the collateral to a third party.
50. The perfection of a security interest by filing a 
financing statement
a. Serves to protect the secured party’s interest in 
the collateral against most creditors who acquire 
a security interest in the same collateral after the 
filing.
b. Is necessary to enable the secured party to 
enforce its security interest against the debtor.
c. Serves to give the public actual notice.
d. Gives the secured party priority over all other 
parties who acquire an interest in the collateral 
after the filing.
51. On May 2, Safe Bank agreed to loan Tyler Corp. 
$50,000. Tyler signed a security agreement and financing 
statement covering its existing equipment. On May 4, 
Safe filed the financing statement. On May 7, State Bank 
loaned Tyler $60,000. State had notified Safe on May 5 
of its intention to make the loan. Tyler signed a security 
agreement and financing statement covering the same 
existing equipment. On May 8, State filed the financing 
statement. On May 10, Safe loaned Tyler $50,000. If Tyler 
defaults on both loans, who will have a priority security 
interest in the equipment?
a . State, since it was the first to perfect its security 
interest.
b. State, since it properly notified Safe prior to 
making the loan.
c. Safe, since it was the first to file.
d. Safe, since it has a purchase money security 
interest in the equipment which was perfected 
within the permissible time limits.
52. In order for a security interest in goods to attach, the
a. Debtor must sign a security agreement which 
adequately describes the goods.
b. Debtor must retain possession of the goods 
until the underlying debt has been satisfied.
c. Creditor must properly file a financing state­
ment.
d. Creditor must have given value.
53. Which of the following statements is correct with 
respect to a real estate mortgage?
a. It must be signed only by the mortgagor 
(borrower).
b. It must be recorded in order to be effective 
between the mortgagor and mortgagee.
c. It does not have to be recorded to be effective 
against third parties without notice if it is a 
purchase money mortgage.
d. It is effective even if not delivered to the 
mortgagee.
54. Watts gave a mortgage on a vacant lot to Fast to 
secure payment of a note. Fast assigned the note and mort­
gage to Beal who paid 85% of the face value for it. Neither 
Fast nor Beal recorded the mortgage. Subsequently, Fast 
assigned the same note and mortgage to Rusk who paid 
75% of the face value for it and who had no notice of 
the prior assignment to Beal. Rusk promptly recorded the 
mortgage and the assignment. Watts has made no 
payments on the note. The jurisdiction has a notice-type 
of recordation statute. Under the circumstances
a. The assignments to Beal and Rusk are ineffec­
tive because Fast failed to record the mortgage.
b . Equity will require that Beal and Rusk share in 
the proceeds of the note equally as their interests 
may appear.
c . Rusk is entitled to recover only 75% of the face 
value of the note.
d. Rusk is entitled to the full face amount of the 
Watts note.
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55. In a notice-type recordation jurisdiction, failure by 
the mortgagee to record its mortgage
a. Releases the mortgagor (borrower) from the 
underlying obligation to pay.
b . Permits a subsequent mortgagee without knowl­
edge of the prior mortgage to have a superior 
security interest.
c. Permits a subsequent purchaser for value with 
knowledge of the mortgage to take the property 
free of the prior security interest.
d . Permits a subsequent mortgagee with knowledge 
of the prior mortgage to have a superior secur­
ity interest provided he promptly records his 
mortgage.
60. Long Co. owns a warehouse which is insured in the 
amount of $60,000 against loss by fire. The policy con­
tains an 80% coinsurance clause. A fire totally destroyed 
the warehouse which was valued at the time of the loss 
at $150,000. Long is entitled to receive
failed to meet the coinsurancea. $0, since it 
requirements.
b. $48,000.
c. $60,000.
d. $75,000.
Number 2 (Estimated tim e----- 15 to 20 minutes)
Items 56 and 57 are based on the following information:
On July 1, 1986, A, B, C, and D purchased a parcel 
of land as tenants in common each owning an equal share. 
On July 10, A died leaving a will. Subsequently, B died 
intestate.
56.
57.
After A and B’s death,
a. C and D will each own a ½ interest in the land.
b. C and D will each own a ¼ interest in the land.
c. C and D will each own a ⅓ interest in the land.
d. The tenancy in common will terminate.
If C sells her interest in the land to X,
a. The tenancy in common will terminate.
b. D and X will each own a ½ interest in the land.
c. D and X will each own a VS interest in the land.
d. D and X will each own a ¼ interest in the land.
58. Which of the following warranty (warranties) is (are) 
given by a general warranty deed?
I.
II.
III.
The grantor owns the property being conveyed. 
The grantee will not be disturbed in her posses­
sion of the property by the grantor or some third 
party’s lawful claim of ownership.
The grantor has the right to convey the property.
Edna Slavin intends to enter into a limited partner­
ship with three of her business associates. Slavin wishes 
to know the advantages and disadvantages of being a 
general partner as opposed to a limited partner in a limited 
partnership. The issues of most concern to Slavin are:
• Her right as a general or limited partner to participate 
in the daily management of the partnership.
• Her liability as a general or limited partner for debts 
incurred on behalf of or by the partnership.
• Her right as a general or limited partner to assign her 
partnership interest and substitute a third party as a 
partner.
• The effect of a clause in the certificate of limited 
partnership which would permit the partnership to 
continue after the death of one of the general or 
limited partners.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What are the essential differences in the formation 
of a general partnership and a limited partnership? Discuss 
in separate paragraphs the issues raised by Slavin.
a. I only.
b. I, II, and III.
c. I and III only.
d. II and III only.
59. The earliest time a purchaser of existing goods will 
acquire an insurable interest in those goods is when
a. The purchaser obtains possession.
b. Title passes to the purchaser.
c . Performance of the contract has been completed 
or substantially completed.
d. The goods are identified to the contract.
44
Business Law
Number 3 (Estimated tim e----- 15 to 20 minutes)
Finn, a junior member of the audit staff of a CPA 
firm, was assigned to assist the accountant-in-charge of 
the examination of the financial statements of Dark 
Manufacturing, Inc. Dark manufactures small motors and 
is located in Chicago. One facet of Finn’s contribution 
to the examination of Dark is to examine the sales figures 
contained in the financial statements. Dark sells its motors 
to a broadly diversified range of buyers. The terms of the 
sales varied widely as to credit, delivery, security interests, 
and title. Finn remembered that one consideration in deter­
mining if a sale has taken place for accounting purposes 
is whether title to the goods has passed to the buyer. He 
also recalled that the Uniform Commercial Code’s defi­
nition of a “ sale” as “ the passing of title from the seller 
to the buyer for a price.” Finn examined the following 
representative samples of the types of transactions Dark 
enters into to determine whether they were in fact “ sales” :
Category One: The goods are unfinished motors which 
are on the assembly line and will be completed and boxed 
in the future. The contracts of sale involving these un­
finished motors provided that the buyers will pick them 
up when available at Dark’s loading platform. The con­
tracts state that the motors have been sold to the buyer 
and title has passed to him upon execution of the contract.
Category Two: The goods are shipped to buyers pursuant 
to contracts which provide either “F.O.B. — buyer’s place 
of business” or “ F.O.B. — Dark’s loading dock.” In 
both instances Dark retains a security interest and files 
a financing statement.
Category Three: The goods have been warehoused by 
Dark in a public warehouse. By the terms of these con­
tracts, Dark is obligated to deliver a negotiable warehouse 
receipt in some instances and a non-negotiable warehouse 
receipt in others.
Category Four: The goods were shipped to the buyer 
and were either rightfully or wrongfully rejected.
Category Five: The goods were shipped to the buyer who 
had 30 days to return the motors if they were not suitable 
for use in the buyer’s manufacturing operation.
Category Six: Identified goods are sold to a buyer and 
have been made available to the buyer pursuant to a 
written contract that is silent as to the passage of title.
Category Seven: The goods were shipped to a buyer who 
has rightfully revoked his acceptance of the goods because 
of a substantial manufacturing defect. The buyer is still 
in possession of the goods.
Required: Answer the following, setting forth reasons
for any conclusions stated.
What role does title play under the Uniform Com­
mercial Code? Determine whether title has passed in each 
of the above seven categories of transactions.
Number 4 (Estimated tim e----- 15 to 20 minutes)
Jane Mead, a 7 % minority shareholder in Sky Corp. 
for several years, is unhappy with the way Ed Rice, the 
president of Sky, has been operating Sky. The Board of 
Directors of Sky has refused to pursue any of the actions 
requested by Mead. In addition, Sky is contemplating a 
proposed merger with King Corp., a conglomerate into 
which Sky would be merged.
As a result of the foregoing, Mead asserts that she 
personally has the right to:
• Examine the books, records, and shareholder list of 
Sky.
• Have Rice removed as president of Sky.
• Obtain payment for her shares in Sky in the event the 
proposed merger is consummated.
Rice refuses to give Mead access to Sky’s books, records, 
and shareholder list and asserts the following:
• That the refusal to permit Mead access to Sky’s books, 
records, and shareholder list is based upon Mead’s 
attempt to sell the shareholder list 13 months ago.
• That he cannot be removed as president of Sky since 
he has a three-year written contract with two years 
remaining, and that such removal can only be made 
for cause by a majority vote of the shareholders at 
its annual meeting.
• That Mead would not be entitled to payment in the 
event the merger is consummated since the Articles 
of Incorporation are silent on this point.
Required: Answer the following, setting forth reasons
for any conclusions stated.
a. Discuss the assertions of Mead and Rice with 
regard to Mead’s right to inspect Sky’s books, records, 
and shareholder list.
b. Discuss the assertions of Mead and Rice with 
regard to whether Rice may be removed as the president 
of Sky.
c. Discuss the assertions of Mead and Rice with 
regard to whether Mead is entitled to payment for her 
shares in the event the merger is consummated.
45
Number 5 (Estimated tim e----- 15 to 20 minutes) Specifically, the trustee in bankruptcy asserts that:
Examination Questions — November 1986
Ultra Corporation is engaged in the metal stamping 
business. On March 2, 1986, it filed a voluntary petition 
in bankruptcy seeking relief in the form of a liquidation 
of the business pursuant to Chapter 7 of the Bankruptcy 
Code. A trustee was appointed on March 10, 1986 and 
has commenced amassing the debtor’s property. Much of 
Ultra’s property was leased from various third parties. One 
of Ultra’s punch presses was rented from Van Equipment 
Rental and Sales Corporation under a 40-month lease 
arrangement. The lease was heavily front loaded and pro­
vided for purchase of the punch press for $100 upon ex­
piration of the lease. The fair market value of the punch 
press at the expiration of the lease is estimated at $4,500. 
Van failed to file a financing statement or its equivalent 
with respect to this lease. In addition, Ultra has a 15-year 
lease on a warehouse which has 13 years of its term re­
maining. Payments on the lease are current. Dann Corp. 
has offered to assume all obligations under the warehouse 
lease and to pay Ultra $8,000 for an assignment of that 
lease. There is no applicable state law affecting such an 
assignment and the lease itself is silent in this regard.
• The punch press lease is in essence a secured install­
ment sales contract for which Van has an unperfected 
security interest and therefore the punch press should 
be included in the bankruptcy estate.
• As trustee she has the right to assume and assign to 
Dann Corp. the warehouse lease and include the 
$8,000 in the bankruptcy estate.
Required: Answer the following, setting forth reasons
for any conclusions stated.
a. Briefly discuss what property should be included 
in a corporate-debtor’s estate in bankruptcy.
b. What rights does a trustee in bankruptcy have 
regarding property leased by a debtor?
c. Are the trustee’s assertions concerning the punch 
press lease and the warehouse lease correct?
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EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
November 7, 1986; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
Total
Point
Value
Estimated Minutes 
Minimum Maximum
6 0 9 0 n o
10 15 25
10 15 25
10 15 25
10 15 25
100 150 2 1 0
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Number 1 (Estimated time
Examination Questions — November 1986 
—  90 to 110 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of issues in accounting. Use a soft 
pencil, preferably No. 2, to blacken the appropriate cir­
cle on the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer all 
items. Your grade will be based on the total number of 
your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The financial statement which summarizes the finan­
cial position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of changes in financial position.
d. Retained earnings statement.
Answer Sheet
 
Items to be Answered
1. According to the FASB Conceptual Framework, 
earnings
a. Are the same as comprehensive income.
b . Exclude certain gains and losses that are includ­
ed in comprehensive income.
c . Include certain gains and losses that are exclud­
ed from comprehensive income.
Include certain losses that are excluded from 
comprehensive income.
d.
2. According to the FASB Conceptual Framework, 
which of the following relates to both relevance and 
reliability?
4. When measuring the current cost of inventories in 
accordance with FASB Statement No. 33, the date of sale 
is the
Entry date Exit date
a. No Yes
b. Yes Yes
c. Yes No
d. No No
5. Theoretically, warehousing costs incurred by the con­
signor before consigned goods are transferred to the con­
signee should be considered
a. An expense by the consignor.
b. An expense by the consignee.
c. Inventoriable by the consignor.
d. Inventoriable by the consignee.
6. The dollar-value LIFO inventory cost flow method 
involves computations based on
Inventory pools A specific price
o f  similar items index fo r  each year
a. No Yes
b. No No
c. Yes No
d. Yes Yes
7. The replacement cost of an inventory item is below 
the net realizable value and above the net realizable value 
less the normal profit margin. The original cost of the in­
ventory item is above the replacement cost and below the 
net realizable value. As a result, under the lower of cost 
or market method, the inventory item should be valued 
at the
a. Original cost.
b. Replacement cost.
c. Net realizable value.
d. Net realizable value less the the normal profit 
margin.
8. An expenditure subsequent to acquisition of 
assembly-line manufacturing equipment benefits future 
periods. The expenditure should be capitalized if it is a
Consistency Verifiability
a. Yes Yes Betterment Rearrangement
b. Yes No a. No No
c. No Yes b. No Yes
d. No No c. Yes No
d. Yes Yes
3. A subsidiary, acquired for cash in a business com­
bination, owned inventories with a market value different 
than the book value as of the date of combination. A con­
solidated balance sheet prepared immediately after the ac­
quisition would include this difference as part of
a. Deferred credits.
b. Goodwill.
c. Inventories.
d. Retained earnings.
9. A machine with a four-year estimated useful life and 
an estimated 15%  salvage value was acquired on January 
1 , 1984. The increase in accumulated depreciation for 1985 
using the double-declining-balance method would be
a. Original cost x 85% x 50%.
b. Original cost x 50%.
c. Original cost x 85% x 50% x 50%.
d. Original cost x 50% x 50%.
48
Accounting Theory
10. Theoretically, which of the following costs incurred 
in connection with a machine purchased for use in a com­
pany’s manufacturing operations would be capitalized?
Insurance on machine 
while in transit
a. No
b. No
c. Yes
d. Yes
Testing and 
preparation o f  
machine fo r  use
No
Yes
No
Yes
11. Which of the following costs of internally generated 
goodwill inherent in a continuing business and related to 
an enterprise as a whole should be capitalized and then 
amortized over their estimated useful lives?
Costs o f  maintaining 
_____goodwill_____
a. Yes
b. Yes
c. No
d. No
Costs o f  restoring 
goodwill
Yes
No
Yes
No
12. A company with an effective income tax rate of 40% 
should report in its balance sheet a noncurrent deferred 
income tax credit for
a. The total amount of the excess of accumulated 
depreciation for financial statement purposes 
over accumulated depreciation for income tax 
purposes.
b . 40% of the excess of accumulated depreciation 
for financial statement purposes over accumu­
lated depreciation for income tax purposes.
c . The total amount of the excess of accumulated 
depreciation for income tax purposes over ac­
cumulated depreciation for financial statement 
purposes.
d. 40% of the excess of accumulated depreciation 
for income tax purposes over accumulated 
depreciation for financial statement purposes.
13. At the most recent year end, a company had a 
deferred income tax credit related to a current asset that 
exceeded a deferred income tax charge related to a cur­
rent liability, and a deferred income tax credit related to 
a noncurrent asset. Which of the following should be 
reported in the company’s most recent year-end balance 
sheet?
a. The sum of the two deferred income tax credits 
as a noncurrent liability.
b . The excess of the two deferred income tax credits 
over the deferred income tax charge as a cur­
rent liability.
c. The excess of the deferred income tax credit 
related to a current asset over the deferred in­
come tax charge related to a current liability as 
a current liability.
d. The deferred income tax charge as a current 
asset.
14. A company has a marketable equity securities port­
folio. The aggregate market value exceeds the aggregate 
cost. This difference should
a . Be accounted for as a valuation allowance in the 
asset section of the balance sheet.
Be accounted for separately in the shareholders’ 
equity section of the balance sheet.
Be accounted for as an unrealized gain in the 
income statement.
Not be accounted for in the financial statements.
b.
c.
d.
15. An investor uses the cost method to account for in­
vestments in common stock. Dividends received in excess 
of the investor’s share of investee’s earnings subsequent 
to the date of investment
a. Do not affect the investment account.
b. Decrease the investment account.
c. Increase the investment account.
d. Increase the investment revenue account.
16. Which of the following is generally associated with 
payables classified as accounts payable?
Periodic 
payment 
o f  interest
Secured 
by collateral
a. Yes Yes
b. Yes No
c. No Yes
d. No No
17. For a bond issue which sells for less than its par value, 
the market rate of interest is
a. Dependent on rate stated on the bond.
b. Equal to rate stated on the bond.
c. Less than rate stated on the bond.
d. Higher than rate stated on the bond.
18. How would the carrying value of a bond payable be 
affected by amortization of each of the following?
Discount Premium
a. No effect No effect
b. Increase No effect
c. Increase Decrease
d. Decrease Increase
19. Outstanding bonds payable are converted into com­
mon stock. Under either the book value or market value 
method, the same amount would be debited to
Bonds Premium on
payable bonds payable
a. No No
b. No Yes
c. Yes No
d. Yes Yes
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20. The issuance of shares of preferred stock to 
shareholders
a. Increases preferred stock outstanding.
b. Has no effect on preferred stock outstanding.
c. Increases preferred stock authorized.
d. Decreases preferred stock authorized.
21. The correction of an error in the financial statements 
of a prior period should be reflected, net of applicable 
income taxes, in the current
a. Income statement after income from continu­
ing operations and before extraordinary items.
b. Income statement after income from continu­
ing operations and after extraordinary items.
c. Retained earnings statement as an adjustment 
of the opening balance.
d. Retained earnings statement after net income 
but before dividends.
22. How would total stockholders’ equity be affected 
by the declaration of each of the following?
Stock dividend Stock split
a. No effect Increase
b. Decrease Decrease
c. Decrease No effect
d. No effect No effect
23. Treasury stock was acquired for cash at a price in 
excess of its par value. The treasury stock was subsequently 
sold for cash at a price in excess of its acquisition price. 
Assuming that the cost method of accounting for treasury 
stock transactions is used, what is the effect on total 
stockholders’ equity?
a.
b.
c.
d.
Purchase o f  
treasury stock
Increase 
Decrease 
Decrease 
No effect
Sale o f  
treasury stock
Decrease 
No effect 
Increase 
No effect
24. A sale of goods, denominated in a currency other 
than the entity’s functional currency, resulted in a 
receivable that was fixed in terms of the amount of foreign 
currency that would be received. Exchange rates between 
the functional currency and the currency in which the 
transaction was denominated changed. The resulting gain 
should be included as a
a . Translation gain reported as a separate compo­
nent of stockholders’ equity.
b . Translation gain reported as a component of in­
come from continuing operations.
c . Transaction gain reported as a separate compo­
nent of stockholders’ equity.
d. Transaction gain reported as a component of 
income from continuing operations.
-  November 1986
25. A company uses the percentage-of-completion 
method to account for a four-year construction contract. 
Which of the following would be used in the calculation 
of the income recognized in the first year?
Progress Collections on
billings progress billings
a. No No
b. No Yes
c. Yes No
d. Yes Yes
26. A company issued rights to its existing shareholders 
to purchase shares of common stock. When the rights are 
exercised, additional paid-in capital would be credited if 
the purchase price
a. Exceeded the par value.
b. Was the same as the par value.
c . Was the same as the par value, but less than the 
market value at the date of exercise.
d. Was less than the par value.
27. Which of the following utilizes the straight-line de­
preciation method?
Composite depreciation Group depreciation
a. Yes Yes
b. Yes No
c. No Yes
d. No No
28. Timing differences affect
Interperiod income Intraperiod income
tax allocation tax allocation
a. Yes No
b. Yes Yes
c. No Yes
d. No No
29. A company declared a property dividend to be paid 
by distributing inventory. The fair value of the inventory 
is the same as its carrying value. In a statement of changes 
in financial position prepared on a working capital basis, 
this transaction should be presented as a(an)
a . Addition to income from continuing operations.
b. Deduction from income from continuing 
operations.
c. Source and a use of funds.
d. Use of funds.
30. A loss on the sale of a long-term investment should 
be presented in a statement of changes in financial posi­
tion as a(an)
a . Addition to income from continuing operations.
b. Deduction from income from continuing 
operations.
c. Source and a use of funds.
d. Use of funds.
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31. When a segment of a business has been discontinued 
during the year, the loss on disposal should
a. Include operating losses of the current period 
up to the measurement date.
b. Include operating losses during the phase-out 
period.
c. Exclude employee relocation costs associated 
with the decision to dispose.
d . Exclude severance pay associated with the deci­
sion to dispose.
32. In determining earnings per share in a complex 
capital structure, which of the following is a common stock 
equivalent?
36. Pro forma effects on net income and earnings per 
share of retroactive application would usually be reported 
on the face of the income statement for a
Nonconvertible 
preferred stock Stock option
a. Yes No
b. Yes Yes
c. No Yes
d. No No
33. Company A and Company B exchanged non­
monetary assets with monetary consideration involved. 
The exchange did not culminate an earning process for 
either Company A or Company B. The recipient of the 
monetary consideration has
a. Realized gain on the exchange to the extent of 
the monetary consideration received.
b . Realized gain on the exchange to the extent that 
the amount of the monetary consideration 
received exceeds the recorded amount of the 
asset surrendered.
c. Realized gain on the exchange to the extent that 
the amount of the monetary consideration 
received exceeds a proportionate share of the 
recorded amount of the asset surrendered.
d. No realized gain on the exchange.
34. In a business combination, costs of registering equi­
ty securities are a reduction of the otherwise determinable 
fair value of the securities for a
Pooling o f interests
a. No
b. No
c. Yes
d. Yes
Purchase
No
Yes
Yes
No
35. For interim financial reporting, which of the follow­
ing may be accrued or deferred to provide an appropriate 
cost in each period?
Change in Change in
accounting accounting
entity estimate
a. Yes Yes
b. Yes No
c. No No
d. No Yes
37. In financial reporting for segments of a business 
enterprise, the operating profit or loss of a manufactur­
ing segment should include
Interest expense Income taxes
a. Yes Yes
b. Yes No
c. No Yes
d. No No
38. If the payment of compensation is probable, the 
amount can be reasonably estimated, and the obligation 
relates to rights that vest, employees’ compensation for 
future absences should be
a. Accrued if attributable to employees’ services 
already rendered.
b. Accrued if attributable to employees’ services 
not already rendered.
c. Accrued if attributable to employees’ services 
whether already rendered or not.
d. Recognized when paid.
39. How are each of the following used in the calculation 
of the receivable turnover?
Cash sales Credit sales
a. Not used Numerator
b. Not used Denominator
c. Numerator Numerator
d. Denominator Denominator
40. Personal financial statements consist of a statement 
of financial condition and usually a(an)
Statement o f 
changes in
Property taxes Rent Income statement net worth
a. No No a. No No
b. No Yes b. No Yes
c. Yes Yes c. Yes Yes
d. Yes No d. Yes No
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41. Prime cost and conversion cost share what common 
element of total cost?
a. Direct labor.
b. Direct materials.
c. Variable overhead.
d. Fixed overhead.
42. Costs are accumulated by responsibility center for 
control purposes when using
43. Under the two-variance method for analyzing fac­
tory overhead, the difference between the actual factory 
overhead and the budget allowance based on standard 
hours allowed is the
a. Net overhead variance.
b. Efficiency variance.
c. Volume variance.
d. Controllable (budget) variance.
44. Byproducts could have which of the following 
characteristics?
Zero costs beyond 
split-off
a. No
b. No
c. Yes
d. Yes
Additional 
costs beyond 
split-off
No
Yes
Yes
No
45. In an income statement prepared as an internal report 
using the variable costing method, fixed factory overhead 
would
Not be used.
Be used in the computation of operating income 
but not in the computation of the contribution 
margin.
Be used in the computation of the contribution 
margin.
Be treated the same as variable factory overhead.
a.
b.
c.
d.
46. When a flexible budget is used, a decrease in pro­
duction levels within a relevant range would
a. Decrease variable cost per unit.
b. Decrease total costs.
c. Increase total fixed costs.
d. Increase variable cost per unit.
47. The invested capital-employed turnover rate would
48. The contribution margin ratio always increases when 
the
a. Variable costs as a percentage of net sales 
increase.
b. Variable costs as a percentage of net sales 
decrease.
c. Breakeven point increases.
d. Breakeven point decreases.
49.
Job order costing Process costing depreciation expense used
a. Yes Yes budgeting techniques?
b. Yes No
c. No No Internal rate
d. No Yes o f  return
a.
b.
c.
d.
Excluded
Excluded
Included
Included
in the following capital
Net present value
Excluded
Included
Excluded
Included
50. Simple regression analysis involves the use of
Dependent Independent
variables variables
a. One None
b. One One
c. One Two
d. None Two
51. Which of the following is an appropriate basis of 
accounting for a proprietary fund of a governmental unit?
Modified
Cash basis accrual basis
a. Yes Yes
b. Yes No
c. No No
d. No Yes
52. When the budget of a governmental unit, for which 
the estimated revenues exceed the appropriations, is 
adopted and recorded in the general ledger at the begin­
ning of the year, the budgetary fund balance account is
a. Credited at the beginning of the year and no 
entry made at the end of the year.
b . Credited at the beginning of the year and debited 
at the end of the year.
Debited at the beginning of the year and no entry 
made at the end of the year.
Debited at the beginning of the year and credited 
at the end of the year.
c.
d.
include received?
a. Sales in the denominator. a.
b. Net income in the numerator. b.
c. Invested capital in the denominator. c.
d. Invested capital in the numerator. d.
53. Which of the following accounts of a governmental 
unit is debited when supplies previously ordered are
Appropriations control.
Encumbrances control.
Fund balance reserved for encumbrances. 
Vouchers payable.
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54. Which of the following funds of a governmental unit 
integrates budgetary accounts into the accounting system?
a. Enterprise.
b. Internal service.
c. Special revenue.
d. Nonexpendable trust.
60. Revenue from the parking lot operated by a hospital 
would normally be included in
a. Patient service revenue.
b. Ancillary service revenue.
c. Other operating revenue.
d. Other nonoperating revenue.
55. Interest on bonds issued by the special assessment 
fund of a governmental unit would be accounted for 
through the
a. General fund.
b. Debt service fund.
c. Special assessment fund.
d. General long-term debt account group.
56. The total assets of the general long-term debt account 
group of a governmental unit consist of the
a. Amount available in debt service funds account 
plus the amount to be provided for retirement 
of general long-term debt account.
b . Amount available in debt service funds account 
minus the amount to be provided for retirement 
of general long-term debt account.
c . Amount available in debt service funds account 
only.
d . Amount to be provided for retirement of general 
long-term debt account only.
57. How would customers’ security deposits which can 
not be spent for normal operating purposes be classified 
in the balance sheet of the enterprise fund of a govern­
mental unit?
Restricted
asset Liability
Fund
equity
a. Yes No Yes
b. Yes Yes No
c. Yes Yes Yes
d. No Yes No
58. The comprehensive annual financial report (CAFR) 
of a governmental unit should contain a combined state­
ment of changes in financial position for
Governmental funds Account groups
a. Yes No
b. Yes Yes
c. No Yes
d. No No
59. The plant funds group of a not-for-profit private 
university includes which of the following subgroups?
Investment in 
plant funds
Unexpended 
plant funds
a. No Yes
b. No No
c. Yes No
d. Yes Yes
Number 2 (Estimated tim e----- 15 to 25 minutes)
Anth Company has significant amounts of trade ac­
counts receivable. Anth uses the allowance method to 
estimate bad debts instead of the specific write-off method. 
During the year, some specific accounts were written off 
as uncollectible, and some that were previously written 
off as uncollectible were collected.
Anth also has some interest-bearing notes receivable 
for which the face amount plus interest at the prevailing 
rate of interest is due at maturity. The notes were received 
on July 1, 1985, and are due on June 30, 1987.
Required:
a. What are the deficiencies of the specific write­
off method?
b. What are the two basic allowance methods used 
to estimate bad debts, and what is the theoretical justifica­
tion for each?
c. How should Anth account for the collection of 
the specific accounts previously written off as 
uncollectible?
d. How should Anth report the effects of the 
interest-bearing notes receivable on its December 31, 1986, 
balance sheet and its income statement for the year ended 
December 31, 1986? Why?
Number 3 (Estimated tim e----- 15 to 25 minutes)
On January 1, 1985, Hendrick Company entered 
into two noncancellable leases for machines to be used 
in its manufacturing operations. The first lease transfers 
ownership of the machine to the lessee by the end of the 
lease term. The second lease contains a bargain purchase 
option. Payments have been made on both leases during 
1985.
Required:
a. How should Hendrick classify each of the two 
leases? Why?
b. How should a lessee report a capital lease on its 
balance sheet and income statement?
c. How should a lessee report an operating lease on 
its balance sheet and income statement?
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15 to 25 minutes)
Cope Company is a manufacturer of household 
appliances. During the year, the following information 
became available:
• Probable warranty costs on its household ap­
pliances are estimated to be 1% of sales.
• One of its manufacturing plants is located in a 
foreign country. There is a threat of expropriation 
of this plant. The threat of expropriation is deemed 
to be reasonably possible. Any compensation from 
the foreign government would be less than the 
carrying amount of the plant.
• It is probable that damages will be received by 
Cope next year as a result of a lawsuit filed this 
year against another household appliances 
manufacturer.
Required: In answering the following, do not discuss
deferred income tax implications.
a. How should Cope report the probable warranty 
costs? Why?
b. How should Cope report the threat of expropria­
tion of assets? Why?
c. How should Cope report this year the probable 
damages that may be received next year? Why?
Wesley Company granted compensatory common 
stock options to its executives on January 1, 1983, the 
measurement date, for services to be rendered during 
1983 and 1984. The quoted market price of Wesley’s 
par value common stock exceeded the option price on 
January 1, 1983.
The stock options were exercisable beginning on 
January 1, 1985, and they lapsed on December 31, 1985. 
Half of the stock options were exercised in 1985 and half 
were allowed to lapse.
Required:
a. How should Wesley determine the amount of 
compensation expense related to the compensatory stock 
options, if any, that should be recognized in its income 
statements for 1983, 1984, and 1985? Why?
b. How should Wesley account for the exercise of 
the stock options? Justify the accounting recommended.
c. How should Wesley account for the lapse of the 
stock options? Justify the accounting recommended.
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ANSWERS TO EXAMINATION
ACCOUNTING PRACTICE — PART I
November 5, 1986; 1:30 to 6:00 P.M.
Answer 1 (10 points) Answer 2 (10 points) Answer 3 (10 points)
1 . d 1 1 . c 2 1 . b 31. b 41. b 51. a
2 . a 12 . d 2 2 . a 32. d 42. a 52. b
3. c 13. b 23. d 33. b 43. b 53. b
4. d 14. a 24. b 34. a 44. d 54. a
5. b 15. a 25. b 35. a 45. c 55. c
6 . c 16. c 26. c 36. c 46. c 56. d
7. a 17. b 27. d 37. b 47. c 57. c
8. a 18. d 28. b 38. c 48. d 58. b
9. b 19. c 29. c 39. b 49. d 59. c
10 . d 20 . c 30. a 40. c 50. d 60. c
The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 ½ 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1 ½ 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10
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Answer 4 (10 points)
a.
1.
Lee, Inc.
SCHEDULE OF LONG-TERM INVESTMENT 
PORTFOLIO IN MARKETABLE EQUITY SECURITIES 
CARRIED AT LOWER OF COST OR MARKET
December 31, 1985
Dale Ewing Fox Total
A t  Cost 
Date
12/31/84
7/1/85
8/5/85
12/31/85
$125,000
$125,000
$160,000
(16,000) [1] 
$144,000
$700,000
(700,000)
$
$985,000
(700,000)
(16,000)
269,000
A t Market 
12/31/85
Shares
Price per share
5,500 [2] 
X $23
$126,500
10,000
X $14
$140,000 266,500
Valuation allowance to reduce long-term investments 
in marketable equity securities to market value $ 2,500
2. Lee, Inc.
SCHEDULE OF LONG-TERM INVESTMENT 
MARKETABLE EQUITY SECURITIES 
CARRIED AT EQUITY
December 31, 1985
Investment in Fox Corp., at Equity
Underlying Excess Total
equity o f  cost at equity
10% interest, 1/2/84 $ 580,000 $120,000 $ 700,000 [3]
Equity in earnings, 1984 35,000 35,000 [4]
Amortization of excess cost (3,000) (3,000) [5]
Balance, 12/31/84 615,000 117,000 732,000
Period 1/1/85 to 6/30/85
Equity in earnings 20,000 20,000 [4]
Amortization of excess cost (1,500) (1,500) [5]
Balance, 6/30/85 635,000 115,500 750,500
20% interest, 7/1/85 1,270,000 250,000 1,520,000
Period 7/1/85 to 12/31/85
Equity in earnings 111,000 111,000 [4]
Amortization of excess cost (4,625) (4,625) [5]
Dividend, 10/1/85 (97,500) (97,500) [6]
Balance, 12/31/85 $1,918,500 $360,875 $2,279,375
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Answer 4 (cont.)
b. Lee, Inc.
SCHEDULE OF INVESTMENT INCOME
For the Year Ended December 31, 1985
Dividends
Dale Corp., common stock $ 4,125 [7]
Realized gain on sale of securities 
Ewing Corp., stock rights $ 2,800 [8]
Equity in earnings of Fox Corp.
Lee’s 10% interest in earnings for period 
January 1 to June 30, 1985 
Lee’s 30% interest in earnings for period 
July 1 to December 31, 1985 
Amortization of excess of cost over underlying equity
Equity in earnings of Fox Corp,
$ 20,000 [4]
111,000 [4]
(6,125) [5]
$124,875
Explanations o f  Amounts:
[1] Ewing common — Allocation of cost to stock and stock rights 
Market prices at 8/5/85, date rights issued:
Shares — $13.50 per share x 10,000 shares 
Rights — $ 1.50 per right x 10,000 rights
Cost allocated to shares (90% x $160,000)
Cost allocated to rights (10% x $160,000)
Total Cost
$135,000 (90%)
15,000 (10%)
$150,000 (100%)
$144,000
16.000
$160,000
[2] Dale common shares
Balance, 12/31/84
10% stock dividend, 5/1/85
Total, 12/31/85
[3] 10% Interest, 1/2/84
Underlying equity (10% x $5,800,000) 
Excess of cost
Total paid for 10% interest
5,000
500
5,500
$580,000
120,000
$700,000
[4] Equity in earnings of Fox 
Year ended 12/31/84
(10% interest x $350,000) $ 35,000
Period 1/1/85 to 6/30/85 
(10% interest x $200,000)
Period 7/1/85 to 12/31/85 
(30% interest x $370,000)
$ 20,000
$ 111,000
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Answer 4 (cont.)
[5] Amortization of excess cost
Year ended 12/31/84 ($120,000 ÷ 40)
Period 1/1/85 to 6/30/85 ($3,000 X ½½)
Period 7/1/85 to 12/31/85 
10½ interest
20% interest ($250,000 40 x Vi)
Total for year ended 12/31/85
$3,000
$1,500
$1,500
3,125
$4,625
$6,125
[6] Dividends received from Fox
10/1/85 (75,000 shares x $1.30)
[7] Dividend on Dale Corp. stock
Shares owned
X $0.75 per share 11/1/85 
Dividend received
$97,500
5,500 
X $0.75
$ 4,125
[2]
[8] Realized gain on sale of Ewing Corp. stock rights 
Sales proceeds, 12/16/85 
Cost allocated to rights
Realized gain
$18,800 
16,000 
$ 2,800
[1]
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Answer 5 (10 points)
Garr Corporation 
INCOME STATEMENT
For the Year Ended December 31, 1985
Net sales 
Cost of sales
Gross profit
Selling and administrative expenses
Operating income 
Other income 
Interest income
Income before unusual item and income tax 
Unusual item
Gain on litigation settlement
Income from continuing operations before income tax 
Income tax 
Current 
Deferred
Income from continuing operations 
Discontinued operations 
Operating loss from discontinued 
Plastics Division (less applicable 
income tax saving of $44,000)
Gain on disposal of Plastics Division 
(less applicable income tax of $60,000)
Income before cumulative effect of a change 
in accounting principle 
Cumulative effect on prior years of changing 
to a different depreciation method (less 
applicable deferred income tax of $140,000)
Net income
$928,000 [3]
70,000 [2]
(66,000) [4] 
90,000 [5]
$10,750,000
5,920,000
4,830,000
2,600,000
2,230,000
65,000
2,295,000
200,000
2,495,000
998,000 [1]
1,497,000
24,000
1,521,000
(210,000) [6]
$1,311,000
Earnings per share 
Income from continuing operations 
Discontinued operations
Cumulative effect on prior years of changing to 
a different depreciation method
Net income
$6.51 [7]
0.10 [8]
(0.91) [9]
$5.70 [10]
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Answer 5 (cont.)
Explanations o f  Amounts:
[1] Total income tax for 1985 excluding discontinued
operations and cumulative effect of accounting change 
Income from continuing operations before income tax 
Income tax rate
Income tax excluding discontinued operations 
and cumulative effect of accounting change
$2,495,000
X 4 0 %
$ 998,000
[21 Deferred income tax for 1985 
Depreciation per tax return 
Less depreciation per books 
Timing difference 
Income tax rate
Deferred income tax
$ 750,000
575,000
175,000 
X 40%
$ 70,000
[31 Current income tax for 1985 excluding discontinued operations 
and cumulative effect of accounting change 
Income tax excluding discontinued operations 
Less deferred income tax 
Current income tax
$ 998,000 
70,000
$ 928,000
[4] Discontinued operations — Operating loss from Plastics Division 
Sales
Cost of sales
Selling and administrative expenses 
Loss
Income tax saving (40% x $110,000)
Net of income tax
$1,650,000
660,000
$2 ,200,000
2,310,000
(110,000)
44,000
$ (66,000)
[5] Discontinued operations — Gain on disposal of Plastics Division 
Gain on disposal 
Income tax (40% x $150,000)
Net of income tax
$ 150,000 
60,000
$ 90,000
[6] Cumulative effect of changing to a different depreciation method 
Depreciation adjustment — accounting change 
Reduction in deferred income tax ($350,000 x 40%)
Net of income tax
$ 350,000 
140,000
$ 210,000
[7] Earnings per share — Income from continuing operations 
Income from continuing operations
Weighted average number of shares outstanding 
for 1985 (200,000 + 30,000)
Earnings per share ($1,497,000 ÷ 230,000)
$1,497,000
230,000
$6.51
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Answer 5 (cont.)
[81 Earnings per share — Discontinued operations 
Discontinued operations $ 24,000
Weighted average number of shares 230,000
Earnings per share ($24,000 230,000) $0.10
[9] Earnings per share — Cumulative effect on prior years 
of changing to a different depreciation method 
Cumulative effect $(210,000)
Weighted average number of shares 230,000
Earnings per share $(0.91)
[10] Earnings per share — Net income 
Net income $1,311,000
Weighted average number of shares 230,000
Earnings per share $5.70
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Answer 1 (10 points)
ANSWERS TO EXAMINATION
ACCOUNTING PRACTICE — PART II
November 6, 1986; 1:30 to 6:00 P.M.
Answer 2 (10 points) Answer 3 (10 points)
1. b 11. a 21. d 31. a 41. a 51. c
2. d 12. c 22. b 32. d 42. d 52. a
3. d 13. c 23. d 33. b 43. d 53. a
4. c 14. c 24. a 34. b 44. b 54. b
5. a 15. b 25. c 35. b 45. a 55. b
6. d 16. c 26. c 36. a 46. d 56. c
7. b 17. b 27. a 37. b 47. a 57. c
8. d 18. a 28. c 38. c 48. b 58. a
9. a 19. c 29. c 39. d 49. c 59. d
10. b 20. b 30. b 40. d 50. d 60. b
The scores for the multiple choice questions were determined in accordance with the following scales: 
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2 ½ 3 3½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8½ 9 9 ½ 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1 ½ 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1 ½ 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10
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Pine City
SPECIAL ASSESSMENT FUND 
JOURNAL ENTRIES
For the Year Ended December 31, 1985
1. January 2
Estimated revenues control 
Estimated other financing sources control 
Appropriations control 
Budgetary fund balance
2. January 2
Encumbrances control
Fund balance reserved for encumbrances
3. January 2
Cash
Other financing sources control 
4. January 2
Special assessments receivable — current 
Special assessments receivable — deferred 
Revenues control 
Deferred revenues
5. January 2
Investments
Cash
6. January 15
Expenditures control 
Cash
Fund balance reserved for encumbrances 
Encumbrances control
7. June 30
Cash
Special assessments receivable — current
8. June 30 
Cash
Investments 
Revenues control
9. July 1
Investments
Cash
10. November 30
Expenditures control 
Vouchers payable
Fund balance reserved for encumbrances 
Encumbrances control
11. December 31 
Cash
Investments 
Revenues control
Debit
$ 4,200,000 [A]
10,000,000
9,500,000
10,000,000
3,000,000
6,000,000
8,000,000
1,500,000
1,500,000
3,000,000
8,480,000
11,000,000
2,100,000 
2,100,000
11,500,000
Credit
$ 6,030,000 [B] 
8,170,000
9,500,000
10,000,000
3,000,000
6,000,000
8,000,000
1,500,000
1,500,000
3,000,000
8 ,000,000
480,000
11,000,000
2 , 100,000
2, 100,000
11,000,000
500,000
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Debit
12. December 31
Vouchers payable 
Cash
13. December 31
Expenditures control 
Cash
14. December 31
Expenditures control 
Cash
15. December 31
Expenditures control 
Interest payable
Interest receivable 
Revenues control
$ 2,100,000
50,000
2, 120,000
610,000 [C]
300,000
Credit
$ 2,100,000
50,000
2, 120,000
610,000
300,000
[A] Special assessment revenue 
Interest on deferred special 
assessment revenue: 
$6,000,000 X 10% X ½  
Interest on certificates 
of deposit
$3,000,000
300,000
900,000 
$4,200,000
[B] Payments to contractor: 
In advance 
$6,000,000 X 30% 
Interest on serial bonds: 
$2,000,000 X 6%
3,000,000 X 7%
5,000,000 X 8% 
Repayment of bond
principal
$1,500,000
1,800,000
120,000
210,000
400,000
2,000,000
$6,030,000
[C] $3,000,000 X 7% 
5,000,000 X 8%
$ 210,000
400,000
$ 610,000
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Answer 5 (10 points)
a. Alex and Myra Cole 
TAXABLE INCOME
For the Year Ended December 31, 1985
Income
Salary
Nonmonetary remuneration (watch) 
Dividends 
Gross amount 
Exclusion
Refund of state income tax 
Capital gain (loss)
Long-term ($3,000 minus $2,000) 
Short-term ($700 minus $900)
Excess of long-term capital gain 
over short-term capital loss 
Taxable portion
Social security benefits 
Gross amount 
Taxable portion 
Total Income
Adjustments to Income 
Employee business expenses (travel) 
Adjusted Gross Income
Itemized Deductions
Medical and dental expenses 
Doctors 
Dentures 
Travel to doctors 
Medicare premiums
Total
Less: 5% of $68,380
Taxes
State income tax 
Sales taxes
Contributions 
United Fund
Other recognized charitable organizations 
Miscellaneous
Employee business expenses (education)
Total Itemized Deductions
Less: Zero bracket amount
Excess of AGI over net itemized deductions
$3,000
800
100
190
4,090
3,419
3,349
1,100
240
7,000
$ 500
200
1,000
(200)
800
40%
9,900
50%
671
4,449
7,240
400
12,760
3,540
$62,000
1,500
300
no
320
4,950
69,180
800
68,380
9,220
59,160
Exemptions
Alex
Myra
Ben 4 X $1,040 4,160
Taxable Income $55,000
65
Answer 5 (cont.) 
b.
Examination Answers — November 1986
Alex and Myra Cole
COMPUTATION OF FEDERAL INCOME TAX OVERPAYMENT
For the Year Ended December 31, 1985
Tax before credit and payments on account 
Political contributions credit
Net tax
Payments on account 
Tax withheld 
Estimated tax
Amount overpaid
$ 10,000
3,000
$12,957
100
12,857
13,000
$ 143
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ANSWERS TO EXAMINATION
AUDITING
November 6, 1986; 8:30 A.M. to 12:00 M.
1. b 11. c 21. b 31. c 41. b 51. a
2. a 12. d 22. b 32. c 42. d 52. c
3. b 13. c 23. b 33. d 43. c 53. d
4. b 14. a 24. c 34. a 44. a 54. c
5. c 15. d 25. c 35. c 45. b 55. a
6. a 16. c 26. c 36. d 46. d 56. a
7. a 17. a 27. b 37. c 47. a 57. b
8. d 18. d 28. a 38. d 48. a 58. c
9. c 19. c 29. b 39. d 49. b 59. a
10. d 20. d 30. d 40. a 50. d 60. c
The scores for the multiple choice questions were determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60
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Answer 2 (10 points)
a. 1. Audit risk is the risk that the auditor may 
unknowingly fail to appropriately modify the auditor’s 
opinion on financial statements that are materially 
misstated.
2. Inherent risk is the susceptibility of an account 
balance or class of transactions to error that could be 
material, when aggregated with error in other balances 
or classes, assuming that there were no related internal 
accounting controls.
Control risk is the risk that error that could occur in 
an account balance or class of transactions and that could 
be material, when aggregated with error in other balances 
or classes, will not be prevented or detected on a timely 
basis by the system of internal accounting control.
Detection risk is the risk that an auditor’s procedures 
will lead the auditor to conclude that error in an account 
balance or class of transactions that could be material, 
when aggregated with error in other balances or classes, 
does not exist when in fact such error does exist.
3. Inherent risk and control risk differ from detec­
tion risk in that they exist independently of the audit of 
financial statements, whereas detection risk relates to the 
auditor’s procedures and can be changed at the auditor’s 
discretion. Detection risk should bear an inverse relation­
ship to inherent and control risk. The less the inherent and 
control risk the auditor believes exists, the greater the ac­
ceptable detection risk. Conversely, the greater the in­
herent and control risk the auditor believes exists, the 
less the acceptable detection risk.
b. 1. Materiality is the magnitude of an omission or 
misstatement of accounting information that, in the light 
of surrounding circumstances, makes it probable that the 
judgment of a reasonable person relying on the informa­
tion would have been changed or influenced by the omis­
sion or misstatement. This concept recognizes that some 
matters, either individually or in the aggregate, are im­
portant for the fair presentation of financial statements 
in conformity with generally accepted accounting prin­
ciples, while other matters are not important.
2. Materiality is affected by the nature and amount 
of an item in relation to the nature and amount of items 
in the financial statements under examination, and the 
auditor’s judgment as influenced by the auditor’s percep­
tion of the needs of a reasonable person who will rely on 
the financial statements.
3. The auditor’s judgment about materiality for 
planning purposes is ordinarily different from materiality 
for evaluation purposes because the auditor, when plan­
ning an audit, cannot anticipate all of the circumstances 
that may ultimately influence judgment about materiality 
in evaluating the audit findings at the completion of the 
audit. If significantly lower materiality levels become ap­
propriate in evaluating the audit findings, the auditor 
should reevaluate the sufficiency of the audit procedures 
already performed.
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Answer 3 (10 points)
a. 1. The auditor should obtain an understanding of 
the control environment and an understanding of the flow 
of transactions through the accounting system.
2. The auditor’s knowledge ordinarily is obtained 
by a combination of previous experience with the entity, 
inquiry, observation, reference to prior year working 
papers, and client prepared descriptions of the system.
b. Upon completion of the preliminary phase of the 
review, the auditor may conclude:
• Further study and evaluation are unlikely to justify
any restriction of substantive tests. Therefore, the 
auditor should discontinue further study and evalua­
tion and should design substantive tests that do not 
rely on internal accounting control.
or
Audit effort required to study and evaluate the 
design of the system and to test compliance with 
prescribed control procedures to justify reliance to 
restrict the extent of substantive tests exceeds the 
reduction in audit effort that could be achieved by 
such reliance. Therefore, the auditor should discon­
tinue further study and evaluation and should design 
substantive tests that do not rely on internal account­
ing control.
c. If after the preliminary phase of the review the 
auditor does not plan to rely on the controls in the system 
to restrict substantive tests, documentation may be limited 
to a record of the auditor’s reasons for deciding not to 
extend the review. The auditor’s understanding of the in­
ternal accounting control system need not be documented 
if no reliance is placed on it.
If the auditor does plan to rely on the controls in 
the system, the extent of documentation of the review 
depends on the anticipated reliance on internal account­
ing control, the nature of the entity’s system, and the en­
tity’s documentation of the system. Documentation should 
include the auditor’s understanding of the system and the 
basis for the conclusion that the internal accounting con­
trol procedures on which the auditor intends to rely are 
suitably designed to provide reasonable assurance that er­
rors or irregularities will be prevented or detected. The 
form of the documentation may be questionnaires, nar­
rative memorandums, flowcharts, decision tables, or any 
other appropriate form.
or
Reliance on the system is warranted. Therefore, the 
auditor should complete the review of the system to 
determine whether the internal accounting control 
procedures are suitably designed to provide 
reasonable assurance that they will prevent or detect 
errors or irregularities.
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Answer 4 (10 points)
Recommendations for correcting weaknesses in the inter­
nal accounting controls in the new EDP system and 
weaknesses and inefficiencies in the procedures for pro­
cessing and controlling shipping notices and customer 
invoices:
• The functions of programming, machine operations, 
and control should be assigned to different employees.
• Computer log should be reconciled by the computer 
operations supervisor or other independent employee.
• Access to tapes and documentation should be con­
trolled by an independent employee or through the use 
of restricted authorization code.
• Programmers’ access to computers should be limited 
to testing and debugging.
• The supervisor of the computer operators should 
have access to the computer room.
• The EDP system’s documentation should also in­
clude flowcharts, computer programs, and operator 
instructions.
• Batch totals (control totals, hash totals, record 
counts) should be utilized to assure that data have been 
properly authorized and not lost or otherwise improperly 
changed.
• Processing controls should be put in place to assure 
that errors in the input records will be detected when pro­
cessing occurs. Among the possible processing controls 
are completeness tests, validation tests, sequence tests, 
and limit or reasonableness tests.
• The price list should be placed on a master file in 
the computer and matched with product numbers on the 
shipping notices to obtain appropriate prices.
• The computer should be programmed to review the 
numerical sequence of shipping notices and list missing 
numbers.
• The billing clerk or other designated control clerk 
should retain the adding machine tapes or a copy of them 
to compare the total with the daily sales register.
• Copies of invoices should be forwarded by the com­
puter department to the mailroom clerk for mailing to the 
customers.
• An individual who is independent of billing and cash 
collections should maintain the accounts receivable 
records; or if the records are updated by the computer 
department, there should be an independent review by 
general accounting. •
• The accounts receivable records maintained manual­
ly in an open file should be more efficiently maintained 
on magnetic tape.
- November 1986 
Answer 5 (10 points)
To the Board of Directors of National Motors, Inc.:
We have examined the consolidated balance sheet of 
National Motors, Inc. and subsidiaries as of December 
31, 1985, and the related consolidated statements of in­
come, retained earnings, and changes in financial posi­
tion for the year then ended. Our examination was made 
in accordance with generally accepted auditing standards 
and, accordingly, included such tests of the accounting 
records and such other auditing procedures as we con­
sidered necessary in the circumstances, except as indicated 
in the following paragraph. We did not examine the finan­
cial statements of Rapid Parts Company, a consolidated 
subsidiary, which statements reflect total assets and 
revenues constituting 22 percent and 25 percent, respec­
tively, of the related consolidated totals. These statements 
were examined by other auditors whose report thereon has 
been furnished to us, and our opinion herein, insofar as 
it relates to Rapid Parts Company, is based solely upon 
the report of the other auditors.
Because we were not engaged as auditors until after 
December 31, 1984, we were not present to observe the 
physical inventory taken at that date and because of in­
adequate records we were unable to satisfy ourselves by 
means of other procedures concerning inventory quan­
tities. The amount of the inventory at December 31 , 1984, 
enters materially into the determination of the results of 
operations and changes in financial position for the year 
ended December 31, 1985. Therefore, we do not express 
an opinion on the accompanying consolidated statements 
of income and retained earnings and changes in financial 
position for the year ended December 3 1 , 1985, or on the 
consistency of application of accounting principles with 
the preceding year.
In our opinion, based upon our examination and the 
report of other auditors, the accompanying consolidated 
balance sheet presents fairly the financial position of 
National Motors, Inc. and subsidiaries as of December 
3 1 , 1985, in conformity with generally accepted account­
ing principles.
White & Co.
March 28, 1986
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Answer 1 (60 points)
ANSWERS TO EXAMINATION
BUSINESS LAW 
(Commercial Law)
November 7, 1986; 8:30 A.M. to 12:00 M.
1. c 11. d 21. c 31. d 41. d 51. c
2. b 12. a 22. d 32. d 42. c 52. d
3. d 13. c 23. c 33. c 43. b 53. a
4. a 14. d 24. a 34. b 44. d 54. d
5. a 15. d 25. a 35. c 45. a 55. b
6. c 16. a 26. b 36. b 46. b 56. b
7. c 17. c 27. a 37. c 47. d 57. d
8. d 18. a 28. c 38. c 48. b 58. b
9. a 19. d 29. d 39. a 49. c 59. d
10. b 20. a 30. d 40. a 50. a 60. c
The scores for the multiple choice questions were determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60 60 60
71
Answer 2 (10 points) Answer 3 (10 points)
Examination Answers — November 1986
Typically, a general partnership is formed by an 
agreement between or among two or more persons, 
whether the agreement is written, oral, or implied. No 
filing of a partnership agreement is necessary in order 
to legally create the general partnership. In contrast, a 
limited partnership can only be formed where a state 
statute permits such formation. In addition, a duly 
signed certificate of limited partnership must be completed 
and filed with the appropriate state or local agency. A 
limited partnership, like a general partnership, is formed 
by two or more persons. However, unlike a general part­
nership, the limited partnership must have as members 
one or more general partners and one or more limited 
partners.
As a limited partner Slavin would not be able to par­
ticipate in the daily management of the partnership’s 
business if she wishes to limit her liability to her invest­
ment in the partnership. Thus, if Slavin intends to be in­
volved in the daily operations of the partnership and to 
participate in the control of the partnership, she should 
consider becoming a general partner since general part­
ners have rights in the management and conduct of the 
partnership’s business.
In her capacity as a limited partner, Slavin’s liability 
would be limited to her investment in the partnership for 
partnership debts if her interest is fully paid and 
nonassessable. However, if Slavin were to become a 
general partner, she would have unlimited liability which 
would allow partnership creditors to satisfy the debts of 
the partnership out of Slavin’s personal assets.
Unless otherwise provided in the partnership agree­
ment, Slavin has the right to assign her limited partner­
ship interest and may also substitute the third party as a 
limited partner if all the members (except the assignor) 
consent thereto. Similarly, as a general partner, Slavin may 
assign her interest in the partnership and the third party 
may become a general partner if all of the partners consent.
A clause providing for the partnership to continue after 
the death of a general partner is valid and the partnership 
will continue. The clause has relatively little if any effect 
where a limited partner dies since the limited partnership 
continues upon the death of one of the limited partners, 
whether or not the clause is contained in the certificate.
The draftsmen of the Uniform Commercial Code 
assigned a relatively minor role to title. The status of title 
is irrelevant in allocating risk of loss, determining 
remedies, and making other determinations under the 
UCC. Each of these issues are dealt with independent of 
title. However, the passage of title for a price is the basic 
definition of a sale which is the focus of Article 2 of the 
UCC.
Category One: Title has not passed upon execution 
of the contract by the parties. Although the UCC favors 
the contractual allocation of title by the parties, it does 
not permit a sale to take place until the goods are in ex­
istence and have been identified to the contract.
Category Two: In the absence of an explicit agree­
ment, the term “ F.O.B.-buyer’s place of business” is a 
destination point contract, and title passes on tender at 
the destination. On the other hand, the term 
‘‘F.O.B.-Dark’s loading dock” is a shipping point con­
tract, and title passes to the buyer at the time and place 
of shipment. Taking a security interest and filing a financ­
ing statement is irrelevant for purposes of determining 
whether title has passed.
Category Three: Title will pass upon delivery of the 
negotiable warehouse receipt to the buyer in this type of 
transaction. Likewise, title will pass upon delivery of the 
warehouse receipt if it is nonnegotiable.
Category Four: A rejection or other refusal by the 
buyer, whether or not justified, revests title in the seller.
Category Five: This is a sale on approval transac­
tion and therefore title passes to the buyer when the goods 
are accepted.
Category Six: Title passed at the time the contract 
was made because the goods were identified and available 
at that time.
Category Seven: Since the revocation of acceptance 
of the goods is rightful, title revests in the seller upon 
revocation of the acceptance.
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Answer 4 (10 points)
a. Generally, any person who is a holder of record of 
shares at least six months immediately preceding her 
demand or is the holder of record of at least of all 
the outstanding shares of the corporation may, upon writ­
ten demand, have the right to examine at any reasonable 
time for any proper purpose, the relevant books, records, 
and shareholder list of the corporation. In addition, any 
court of competent jurisdiction may upon proof by a 
shareholder of a proper purpose, irrespective of the period 
of time such shareholder has been a shareholder of record 
and irrespective of the number of shares held by her, com­
pel the production for examination by the shareholder of 
such books, records, and shareholder list that is deemed 
relevant.
However, Rice may properly refuse to allow Mead 
to examine Sky’s books, records, and shareholder list 
where the shareholder (Mead) has within two years sold 
or offered for sale any list of shareholders or has other­
wise improperly used any information secured through 
any prior examination. Thus, it would appear that despite 
the fact that Mead has met the six-month holding require­
ment and holds in excess of 5% of the stock, Rice’s refusal 
to permit Mead access to Sky’s books, records, and
shareholder list was proper since Mead had attempted to 
sell the shareholder list 13 months ago.
b. Mead personally does not have the right to remove 
Rice as president of Sky. However, Rice may be removed 
as the president of Sky by the board of directors whenever, 
in its judgment, the best interests of the corporation will 
be served. However, such removal is without prejudice 
to the contract rights of the person so removed. Thus, Rice 
may be removed with or without cause and the vote of 
the shareholders at its annual meeting is not required for 
such removal. However, if Rice is removed without cause 
Sky may be liable to Rice for breach of contract.
c. Mead is entitled to payment for her shares. A share­
holder has the right to dissent from a merger and to ob­
tain payment for her shares in the event that the corpora­
tion in which she is a shareholder is a party to a proposed 
plan of merger. If Mead strictly complies with the statutory 
requirements as a dissenter, she will be entitled to receive 
the fair value of her shares (an appraisal remedy). The 
fact that such a remedy is not provided for in the Articles 
of Incorporation is irrelevant where a state statute pro­
vides a dissenting shareholder with such a remedy.
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Answer 5 (10 points)
a. In general, property of the estate in bankruptcy is com­
prised of all legal and equitable interests of the debtor in 
property as of the commencement of the case, i.e., the 
filing of the bankruptcy petition. Property of the estate 
also includes post-petition income or proceeds from the 
property of the estate after the commencement of the case. 
In addition, certain property acquired by the debtor or 
which the debtor becomes entitled to acquire within 180 
days after the filing of the bankruptcy petition will be in­
cluded in the estate. Also the estate may include certain 
property interests that can be recovered by the trustee from 
third parties.
b . The legal effect of the filing of a bankruptcy petition 
on a debtor’s leases pemits a bankruptcy trustee to:
1. Assume and retain the debtor’s leases, or
2. Assume and assign such leases, or
3. Reject the debtor’s leases.
A trustee’s assumption or rejection of a lease is sub­
ject to court approval. In a Chapter 7 case, a lease is 
deemed rejected by operation of law unless it is assumed 
by the trustee within 60 days after the order for relief.
c. The trustee’s first assertion with regard to the punch 
press lease is correct. Where the agreement entered into 
between the parties is a true lease and not a disguised 
secured installment sales contract, the subject matter of 
the lease will not be included in the bankruptcy estate.
Whether a lease is intended as security and thereby 
treated as a secured installment sales contract is determined 
by the facts of each case. The inclusion of an option to 
purchase does not of itself make the lease one intended 
as security. However, where by the terms of the lease the 
lessee will become or has the option to become the owner 
of the property for no additional consideration or for a 
nominal consideration, the lease is likely one intended for 
security.
Under the facts of our case, the option to purchase 
the punch press for $100 at the expiration of the lease 
would be deemed nominal consideration since the fair 
market value of the punch press at that time is estimated 
at $4,500. Thus, the lease is one intended as security and 
a security interest arises. In order for Van to perfect its 
security interest it must file a financing statement. In this 
case, Van did not file a financing statement or its 
equivalent and thus Van has an unperfected security in­
terest in the punch press.
The UCC Article on Secured Transactions states that 
an unperfected security interest is subordinate to a per­
son who becomes a lien creditor before the security in­
terest is perfected. It defines, in part, a lien creditor as 
a trustee in bankruptcy from the date of the filing of the 
bankruptcy petition. In addition, the Bankruptcy Code 
gives the trustee in bankruptcy the power to avoid any 
transfer of property of the debtor that under non-bank­
ruptcy law is voidable as to a creditor who extended credit 
and obtained a judicial lien on the date of the filing of 
the bankruptcy petition. Even though the UCC uses the 
term subordinate instead of voidable, a security interest 
that would be subordinate to a creditor that obtained a 
judicial lien on the date of the filing of the bankruptcy 
petition is voidable by the trustee. Thus, Van’s unperfected 
security interest may be avoided by the trustee in bankrupt­
cy and the punch press should be included in the debtor’s 
estate in bankruptcy.
The trustee’s second assertion is correct. Since there 
is no applicable state law affecting such an assignment and 
the lease itself is silent in this regard, the trustee may 
assume and assign the lease. In this case, the warehouse 
lease has a substantial value to other potential lessees and 
therefore due to the favorable circumstances indicated 
commands a substantial premium of $8,000. The debtor’s 
estate in bankruptcy will receive this upon assignment 
(sale) of the lease to Dann.
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ANSWERS TO EXAMINATION
ACCOUNTING THEORY 
(Theory of Accounts)
November 7, 1986; 1:30 P.M. to 5:00 P.M.
1. b 11. d 21. c 31. b 41. a 51. c
2. b 12. d 22. d 32. c 42. a 52. b
3. c 13. c 23. c 33. c 43. d 53. c
4. a 14. d 24. d 34. b 44. c 54. c
5. c 15. b 25. a 35. c 45. b 55. c
6. d 16. d 26. a 36. c 46. b 56. a
7. b 17. d 27. a 37. d 47. c 57. b
8. d 18. c 28. a 38. a 48. b 58. d
9. d 19. d 29. d 39. a 49. a 59. d
10. d 20. a 30. a 40. b 50. b 60. c
The score for the multiple choice question was determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60 60
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Answer 3 (10 points)
a. The specific write-off method overstates the trade ac­
counts receivable on the balance sheet by reporting them 
at more than their net realizable value. Furthermore, 
because the writeoff often occurs in a period after the 
revenues were generated, the specific write-off method 
does not match bad debts expense with the revenues 
generated by sales in the same period.
b. One allowance method estimates bad debts based on 
credit sales. The method focuses on the income statement 
and attempts to match bad debts with the revenues 
generated by the sales in the same period.
The other allowance method estimates bad debts 
based on the balance in the trade accounts receivable ac­
counts. The method focuses on the balance sheet and at­
tempts to value the accounts receivable at their future col­
lectible amounts.
c . Anth should account for the collection of the specific 
accounts previously written off as uncollectible as follows:
• Correction of allowance account by debiting accounts 
receivable and crediting allowance for doubtful 
accounts.
• Collection of specific accounts previously written off 
as uncollectible by debiting cash and crediting 
accounts receivable.
d. Anth should report the face amount of the interest- 
bearing notes receivable and the related interest receivable 
for the period July 1 ,  1985, through December 31, 1986, 
on its December 3 1 , 1986, balance sheet as current assets. 
Both assets are due on June 3 0 , 1987, which is within one 
year of the date of the balance sheet.
Anth should report interest income from the notes 
receivable on its income statement for the year ended 
December 31, 1986. The interest income would be equal 
to the amount accrued on the notes receivable at the stated 
rate for twelve months. Interest accrues with the passage 
of time, and it should be accounted for as an element of 
income over the life of the notes receivable.
a. Hendrick should classify each lease as a capital lease. 
A capital lease transfers substantially all of the benefits 
and risks inherent to the ownership of property. In order 
for a lease to qualify as a capital lease for a lessee, it must 
meet at its inception one or more of the four criteria 
established by the Financial Accounting Standards Board.
The first lease is a capital lease because it transfers 
ownership of the machine to the lessee, Hendrick, by the 
end of the lease term.
The second lease is also a capital lease because it con­
tains a bargain purchase option.
b. A lessee should report a capital lease on its balance 
sheet as a noncurrent asset and related liability under lease 
obligations. The noncurrent asset should be reported at 
its capitalized cost less accumulated amortization. The 
liability would be reported at an amount equal to the 
capitalized cost of the asset reduced by the principal por­
tion of minimum lease payments made by the lessee. In 
addition, the liability would be appropriately classified 
as current and long-term debt.
A lessee should report on its income statement amor­
tization which has been determined in a manner consis­
tent with the lessee’s normal depreciation policy for owned 
assets. A lessee should also report as an expense on its in­
come statement the interest portion of the minimum lease 
payment.
The minimum lease payment should be allocated be­
tween a reduction of the liability on the balance sheet and 
interest expense on the income statement, in a manner 
which produces a constant periodic rate of interest on the 
remaining balance of the liability.
c. Normally, operating lease payments should be charged 
to expense on the income statement over the lease term 
on a straight-line basis. Therefore, a leased asset and its 
related obligation should not be reported on the lessee’s 
balance sheet.
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Accounting Theory
Answer 5 (10 points)
a. Cope should report the probable warranty costs as 
an expense in the income statement and a liability in the 
balance sheet because both of the following required con­
ditions for accrual were met:
• It is considered probable that liabilities have been
incurred.
• The amount of loss can be reasonably estimated.
In addition, it may be necessary for Cope to disclose 
the nature of the probable warranty costs in the notes to 
the financial statements.
b. Cope should disclose the nature of the threat of ex­
propriation of assets in the notes to the financial 
statements. In addition, an estimate of the possible loss 
or range of loss should be disclosed in the notes to the 
financial statements.
Cope should not report the threat of expropriation 
of assets as an expense in the income statement nor as a 
liability in the balance sheet because it does not meet both 
required conditions for accrual. The actual expropriation 
of assets is only reasonably possible instead of probable.
c. Adequate disclosure should be made of contingencies 
that result in gains, but care should be exercised to avoid 
misleading implications as to the likelihood of realization.
Cope should not report this year the probable 
damages that may be received next year as a gain in the 
income statement nor as an asset in the balance sheet. Gain 
contingencies usually are not recorded in the accounts until 
the gains are realized.
a. Wesley’s compensation expense for 1983 should be 
one half of the excess of the quoted market price over the 
option price on January 1 , 1983, for those shares on which 
stock options were granted.
Wesley’s compensation expense for 1984 should be 
one half of the excess of the quoted market price over the 
option price on January 1 , 1983, for those shares on which 
stock options were granted.
Wesley should not report compensation expense 
related to the compensatory stock options for 1985.
Compensation expense should be recognized in the 
income statement of each period in which services are 
rendered. This procedure relates the compensation expense 
with the revenues in conformity with the matching 
principle.
b. Wesley should account for the exercise of the stock 
options as follows:
• Debit contributed capital-stock options for one half 
of the amount originally credited to that account on 
January 1, 1983.
• Debit cash for the proceeds received, which represents 
the number of shares exercised multiplied by the op­
tion price on January 1, 1983.
• Credit common stock for the par value of the stock, 
and credit contributed capital in excess of par- 
common for the difference. The objective of this ac­
counting is to assign the appropriate value to con­
tributed capital for common stock issued. That value 
is the sum of the cash proceeds and the amount that 
had been assigned originally to contributed capital- 
stock options for those shares issued.
c. Wesley should account for the lapse of the stock 
options as follows:
• Debit contributed capital-stock options for one half 
of the amount originally credited to that account on 
January 1, 1983.
• Credit contributed capital-expired stock options for 
the same amount.
This entry reclassifies the expired stock options to 
contributed capital-expired stock options. Compensation 
expense is not altered by the fact that some stock options 
were allowed to lapse.
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Davidson, Hanouille, Stickney, and Weil, Intermediate 
Accounting: Concepts, Methods, and Uses, 4th 
ed. (Dryden-Press, 1985), pp. 659-672.
FASB, Statement of Financial Accounting Standards 
No. 12, Accounting fo r  Certain Marketable 
Securities (FASB, 1975).
FASB, Statement of Financial Accounting Standards 
No. 16, Prior Period Adjustments 1977).
Kieso and Weygandt, Intermediate Accounting, 5th ed. 
(Wiley, 1986), pp. 770-775, 785-788.
Number 5
AICPA, Accounting Principles Board Opinion No. 15, 
Earnings per Share (AICPA, 1969).
AICPA, Accounting Principles Board Opinion No. 20, 
Accounting Changes (AICPA, 1971).
AICPA, Accounting Principles Board Opinion No. 30, 
Reporting the Results o f  Operations (AICPA, 
1973).
Danos and Imhoff, Intermediate Accounting (Prentice- 
Hall, 1983), pp. 75-79, 82-89, 501-510.
Mosich and Larsen, Intermediate Accounting, 6th ed. 
(McGraw-Hill, 1986), pp. 131-138, 160-165.
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FASB, Accounting Standards: Current Text (FASB). 
FASB, Financial Accounting Standards: Original Pro­
nouncements (FASB).
Fischer, Taylor, and Leer, Advanced Accounting, 3d ed. 
(South-Western, 1986).
Kieso and Weygandt, Intermediate Accounting, 5th ed. 
(Wiley, 1986).
Mosich and Larsen, Modem Advanced Accounting, 3d ed. 
(McGraw-Hill, 1983).
Welsch, Newman, and Zlatkovich, Intermediate Account­
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5th ed. (Prentice-Hall, 1982).
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AICPA, Professional Standards, Ethics, Bylaws, 
Quality Control, vol. 2 (Commerce Clearing 
House).
AICPA, Audit and Accounting Manual, (Commerce 
Clearing House, 1985).
Cook and Winkle, Auditing, 3d ed. (Houghton Mifflin, 
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Stettler, Auditing Principles, 5th ed. (Prentice-Hall, 1982).
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AICPA, Codification o f  Statements on Auditing Stan­
dards Nos. 1 to 49 (Commerce Clearing House, 
1986), section 312.
Defliese, Jaenicke, Sullivan, and Gnospelius, Mont­
gomery's Auditing, 10th ed. (Wiley, 1984), pp. 
244-256.
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AICPA, Codification o f  Statements on Auditing Stan­
dards Nos. 1 to 49 (Commerce Clearing House, 
1986), section 320.
Defliese, Jaenicke, Sullivan, and Gnospelius, Mont­
gomery's Auditing, 10th ed. (Wiley, 1984), pp. 
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1984), Chapter 11.  
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Anderson, Fox, and Twomey, Business Law, UCC 8th ed. 
(South-Western, 1983).
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rev. ed. (Dow Jones-Irwin, 1982).
Clarkson, Miller, and Jentz, West’s Business Law: Text 
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Frascona, Business Law: Text and Cases, The Legal 
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Reiling, Thompson, Brady, and Macchiarola, Business 
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Uniform Commercial Code, sections 2-326 (1), 2-327, 
2-401, with Official Comments.
Number 1 Number 4
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IN D EX  — Q UESTIO NS
HOW TO USE THIS INDEX: This index presents examination question number references for the four sections of the CPA 
examination — Accounting Practice Parts I and II, Auditing, Business Law, and Accounting Theory. Each examination section has 
been organized according to its content specification outline, with questions indexed according to the areas and groups tested.
The question references listed in the right hand column are designated as follows: The question numbers are followed by a dash 
and the page number in this book. The letter M following question numbers indicates a multiple choice item. For example, the 
reference 17M-4 means multiple choice item number 17 on page 4; the reference 5-14 means essay or problem number 5 on page 14. 
Note that, in the Accounting Practice section, no disctinction has been made between parts I and II.
Accounting Practice — Content Specification Outline
I. Presentation of Financial Statements or Worksheets.
A. Balance Sheet....................................................................4-11
B. Income Statem ent............................................................. 4-11,5-12
C. Statement of Changes in Financial P osition ................
D. Statement of Owners’ Equity ..........................................
E. Consolidated Financial Statements or W orksheets.....
II. Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With Generally Accepted Account­
ing Principles.
A. Cash, Marketable Securities, and Investments............. 15M-17,4-11
B. Receivables and A ccruals................................................3M-15,4M-15,16M-17
C. Inventories .......................................................................... 1M-15,5M-15,13M-16
D. Property, Plant, and Equipment Owned or Leased ....2M-2,2M-15,3M-2,7M-16,8M-16
E. Intangibles and Other A ssets.......................................... lM-2,5M-3,4-11
III. Valuation, Recognition, and Presentation of Liabilities 
in Conformity With Generally Accepted Accounting 
Principles.
A. Payables and Accruals.................................................... .4M-2,6M-3,7M-3,8M-3,9M-3,10M-3
B. Deferred Revenues.........................   11M-3,12M-4,13M-4,14M-4
C. Deferred Income Tax Liabilities..................................... 16M-4,17M-4
D. Capitalized Lease Liability............................................. 18M-4,19M-4
E. Bonds Payable.................................................................. 15M-4,20M-5,21M-5,22M-5
F. Contingent Liabilities and Commitments..................... 23M-5,24M-5
IV. Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With Generally Accepted 
Accounting Principles.
A. Preferred and Common S tock ........................................25M-5,26M-5,28M-6
B. Additional Paid-in C ap ita l.............................................. 27M-5
C. Retained Earnings and Dividends.................................. 31M-6,39M-7
D. Treasury Stock and Other Contra Accounts................. 32M-6
E. Stock Options, Warrants, and R ights............................33M-6
F. Reorganization and Change In E n tity .......................... 35M-7
G. Partnerships ...................................................................... 36M-7
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Index
V. Measurement and Presentation of Income and Expense 
Items, Their Relationship to Matching and Periodicity, 
and Their Relationship to Generally Accepted Accounting 
Principles.
A. Revenues and G ains......................................................... 29M-6,30M-6,34M-6,37M-7,38M-7,40M-7,42M-8,
43M-8,4-ll
B. Expenses and Losses........................................................6M-15,14M-16,41M-8,44M-8,45M-8,46M-8,47M-8,
48M-8,49M-9,50M-9,4-l1
C. Provision for Income T a x .............................................. 19M-17,20M-17
D. Recurring Versus Nonrecurring Transactions and
Events ................................................................................. 9M-16,10M-16
E. Accounting Changes.........................................................11M-16,12M-16,4-11
F. Earnings Per S hare .......................................................... 17M-17,18M-17
VI. Other Financial Topics.
A. Disclosures in Notes to the Financial Statements..........
B. Accounting Policies..........................................................
C. Nonmonetary Transactions..............................................52M-9,53M-9
D. Interim Financial Statements........................................... 54M-9
E. Historical Cost, Constant Dollar Accounting, and
Current C o s t..................................................................... 60M-10
F . Gain Contingencies..........................................................51M-9
G. Segments and Lines of Business......................................55M-9
H. Employee Benefits............................................................
I. Analysis of Financial Statements.................................... 56M-10,57M-10,59M-10
J. Development Stage Enterprises.......................................
K. Personal Financial Statements........................................ 58M-10
L. Combined Financial Statements.....................................
VII. Cost Accumulation, Planning, and Control.
A. Nature of Cost Elem ents..................................................29M-18
B. Process and Job Order Costing......................................27M-18,38M-20
C. Standard Costing..............................................................
D. Joint and By-Product Costing, Spoilage,
Waste, and Scrap ..............................................................30M-18,37M-19,39M-20
E. Absorption and Variable C osting...................................
F. Budgeting and Flexible Budgeting...................................26M-18
G. Breakeven and Cost-Volume-Profit Analysis.................24M-18,34M-19
H. Capital Budgeting Techniques........................................ 31M-19,32M-19,33M-19
I. Performance Analysis.......................................................22M-18,23M-18,25M-18
J. Other ................................................................................... 21M-17,28M-18,35M-19,36M-19,40M-20
Accounting Practice — Content Specification Outline (cont.)
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Index
VIII. Not-for-Profit and Governmental Accounting.
A. Fund Accounting..............................................................4-23
B. Types of Funds and Fund Accounts.............................4-23
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations........
D. Various Types of Not-for-Profit and
Governmental Organizations...........................................4-23
IX. Federal Taxation — Individuals, Estates, and Trusts.
A. Inclusions for Gross Income and Adjusted Gross
Income ................................................................................5-25
B. Exclusions and Adjustments to Arrive at Adjusted
Gross Incom e.................................................................... 5-25
C. Gain or Loss on Property Transactions........................
D. Deductions from Adjusted Gross Incom e.....................5-25
E. Filing Status and Exemptions..........................................5-25
F. Tax Computations and C redits....................................... 5-25
G. Statute of Lim itations.......................................................
H. Estate and Gift Taxation and Income Taxation of
Estates and T rusts ............................................................ 5-25
X. Federal Taxation — Corporations, Partnerships and 
Exempt Organizations.
A. Determination of Taxable Income or L o ss ................... 4IM-20,42M-20,44M-20,48M-21,49M-21,
51M-21,59M-22,60M-22
B. Tax Computations and C redits....................................... 43M-20
C. S Corporations................................................................... 50M-21,58M-22
D. Personal Holding Com panies..........................................46M-21
E. Accumulated Earnings T a x ..............................................47M-21
F. Distributions................................................ ......................
G. Tax-Free Incorporation....................................................
H. Reorganizations................................................................ 45M-20
I. Liquidations and Dissolutions........................................
J. Formation of Partnership................................................
K. Basis of Partner’s In terest............................................. 53M-21
L. Determination of Partners’ Taxable Income and
Partner’s Elections............................................................
M. Accounting Periods of Partnership and P artners........ 52M-21
N. Partner Dealing with Own Partnership.........................
O. Treatment of Liabilities........................ ..........................
P. Distribution of Partnership A ssets................................ 54M-21
Q. Termination of Partnership............................................
R. Types of Organizations...................................................55M-22
S. Requirements for Exem ption......................................... 56M-22
T. Unrelated Business Incom e............................................ 57M-22
Accounting Practice — Content Specification Outline (cont.)
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Index
I. Professional Responsibilities.
A. General Standards and Rules of C onduct................... 1M-28,4M-28,5M-28,6M-28,12M-29,33M-31
B. Control of the A u d it........................................................7M-28,8M-28,9M-29,10M-29,11M-29
C. Other Responsibilities......................................................3M-28,14M-29,15M-29,16M-29
II. Internal Control.
A. Definitions and Basic Concepts.................................... 13M-29,18M-30,3-34
B. Study and Evaluation of the System ............................ 17M-29,19M-29,3-34,4-35
C. Cycles ................................................................................. 22M-30,23M-30,24M-30
D. Other Considerations.......................................................20M-30,21M-30,27M-31
III. Evidence and Procedures.
A. Audit Evidence................................................................. 2M-28,25M-30,28M-31,29M-31,30M-31,31M-31,
32M-31,34M-31,47M-32,2-34
B. Specific Audit Objectives and Procedures................... 38M-32,39M-32,43M-32
C. Other Specific Audit Topics...........................................35M-31,36M-31,37M-31,40M-32,41M-32,44M-32
D. Review and Compilation Procedures............................ 26M-30,42M-32
IV. Reporting.
A. Reporting Standards and Types of R eports................. 45M-32,46M-32,48M-33,49M-33,50M-33,51M-33,
52M-33,53M-33,54M-33,56M-34,57M-34,58M-34,5-35
B. Other Reporting Considerations.................................... 55M-33,59M-34,60M-34,5-35
Auditing — Content Specification Outline
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I. The CPA and the Law.
A. Common Law Liability to Clients
and Third Persons........................................................... lM-37,2M-37,3M-37,4M-37,5M-37
B. Federal Statutory L iability.............................................. 6M-37,7M-38,8M-38
C. Workpapers, Privileged Communication, and
Confidentiality........................................ ........................... 9M-38,10M-38
II. Business Organizations.
A. A gency................................................................ ...............
B. Partnerships and Joint V entures................................... 2-44
C. Corporations ..................................................................... 4-45
D. Estates and T rusts ............................................................
III. Contracts.
A. Offer and Acceptance...................................................... 12M-38,15M-39
B. Consideration ................................................................... 11M-38
C. Capacity, Legality, and Public Policy .......................... 13M-38,14M-38
D. Statute of F rauds..............................................................16M-39
E. Statute of Lim itations......................................................17M-39
F. Fraud, Duress, and Undue Influence........................... 19M-39,20M-39
G. Mistake and M isrepresentation......................................21M-39
H. Parol Evidence R u le .........................................................22M-40
I. Third Party R ights........................................................... 23M-40
J. Assignments .......................................................................24M-40
K. Discharge, Breach, and Remedies..................................18M-39,25M-40
IV. Debtor-Creditor Relationships.
A. Suretyship .......................................................................... 26M-40,27M-40,28M-40
B. Bankruptcy ........................................................................29M-40,5-46
V. Government Regulation of Business.
A. Regulation of Employment............................................ 37M-41,38M-41,39M-42
B. Federal Securities A c ts .................................................... 30M-40,31M-41,32M-41,33M-41,34M-41,35M-41,
36M-41
VI. Uniform Commercial Code.
A. Commercial P a p e r ...........................................................40M-42,41M-42,42M-42,43M-42,44M-42
B. Documents of Title and Investment Securities............ 48M-43
C. Sales ....................................................................................45M-42,46M-42,47M-43,3-45
D. Secured Transactions.......................................................49M-43,50M-43,51M-43,52M-43
VII. Property.
A. Real and Personal P roperty ...........................................56M-44,57M-44,58M-44
B. Mortgages ...........................................................................53M-43,54M-43,55M-44
C. Fire and Casualty Insurance...........................................59M-44,60M-44
Index
Business Law — Content Specification Outline
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I. General Concepts, Principles, Terminology, Environment, 
and Other Professional Standards.
A. Authority of Pronouncements........................................
B. Conceptual Fram ework................................................... lM-48,2M-48
C. Basic Concepts and Accounting Principles.................. 2-53,3-53,4-54,5-54
D. Nature and Purpose of Basic Financial Statements ....
E. Consolidated Financial Statements................................3M-48
F. Historical Cost, Constant Dollar, Current Cost, and
Other Accounting Concepts........................................  4M-48
II. Measurement, Valuation, Realization, and Presentation 
of Assets in Conformity With GAAP.
A. Cash, Marketable Securities, and Investments.............. 14M-49,15M-49
B. Receivables and Accruals............................................... 2-53
C. Inventories .......................................................................... 5M-48,6M-48,7M-48
D. Property, Plant and Equipment Owned or Leased..... 8M-48,9M-48,10M-49,3-53
E. Intangibles and Other A ssets........................................... 11M-49
III. Valuation, Recognition, and Presentation of Liabilities 
in Conformity With GAAP.
A. Payables and Accruals.................................................... 16M-49
B. Deferred Revenues............................................................
C. Deferred Income Tax Liabilities...................................... 12M-49,13M-49
D. Capitalized Lease Liability..............................................3-53
E. Bonds Payable..................................................................17M-49,18M-49,19M-49
F. Contingent Liabilities and Commitments.................... 4-54
IV. Ownership Structure, Presentation, and Valuation of 
Equity Accounts in Conformity With GAAP.
A. Preferred and Common S tock .......................................20M-50
B. Additional Paid-in C apita l...............................................
C. Retained Earnings and Dividends................................... 21M-50,22M-50
D. Treasury Stock and Other Contra Accounts...............23M-50
E. Stock Options, Warrants, and R ights...........................26M-50
F. Reorganization and Change in E n tity ............................
G. Partnerships ......................................................................
Index
Accounting Theory — Content Specification Outline
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V. Measurement and Presentation of Income and Expense 
Items, Their Relationship to Matching and Periodicity, 
and Their Relationship to GAAP.
A. Revenues and G ains......................................................... 24M-50,25M-50,2-53
B. Expenses and Losses....................................................... 27M-50,3-53,4-54,5-54
C. Provision for Income T a x .............................................. 28M-50
D. Recurring Versus Nonrecurring Transactions.............. 31M-51
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CPA EXAMINATION QUESTIONS AND UNOFFICIAL ANSWERS INDEXED 
TO CONTENT SPECIFICATION OUTLINES 1982-1986
This new study aid offers today’s CPA candidate an 
extremely effective way to prepare for the CPA ex­
amination. It includes virtually all of the multiple choice 
questions, problems and essays contained in the ten 
examinations that were given from May 1982 through 
November 1986—along with unofficial answers.
■ The questions were selected by the staff o f the 
AICPA Examinations Division on the basis o f current 
value and pertinence.
■ The unofficial answers were prepared by the 
staff and reviewed by the AICPA Board o f Examiners.
To help you focus on specific subject areas, ma­
terial in nine of the examinations has been organized 
into four sections which correspond to the four parts
of the CPA examination itself—Accounting Practice 
. . . Accounting Theory . . . Auditing . . . and Business 
Law.
And to facilitate study and review, the material in 
each section has been organized and indexed by area 
and group in accordance with its content specification 
outline.
This area and content approach will enable you to 
study more effectively by making it easier for you to 
concentrate more heavily on those subject areas where 
you feel greater effort is required.
As an added advantage, the November 1986 CPA 
examination is presented in its entirety . . . along with 
unofficial answers and content index. This will give you 
an opportunity to familiarize yourself with recent ex­
aminations as they were actually given . . . and see how 
well you fare.
$40.00 PER COPY DISCOUNT PRICE TO STUDENTS $24.00
ORDER FORM
CPA Examination Questions and Unofficial Answers Indexed to Content Specification Outlines 1982-1986
Order Department—American Institute of CPAs 
P.O. Box 1003, New York, NY 10108-1003
Please send me a copy of the above title (079210)
□  Regular price $40.00
□  Educational discount price $24.00* 
*school______________________________
* instructor
□  Payment enclosed 
Account No.
□  MasterCard
Exp. date
□  VISA
Signature
Cardholder’s address if different
school (if part of mailing address)
address
city
Please add 8¼% sales tax in New York City. Elsewhere in New York 
State add 4% state tax plus local tax if applicable. In Washington, 
DC add 6% tax and in Vermont add 4% state tax.
state zip
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